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The financial press has devoted much 
space in recent weeks to Section 102 of 
the Internal Revenue Code, with sudden 
awareness of the potential impact of 
its provisions. Mr. Robert S. Holzman 
analyzes for our tax-minded readers 
(which means all of them) the legal 
side of this section, which is pressed 
like a watermark in the pages of ony 
corporation’s minute book. * * * 

Among other year-end tax problems, 
tax men often find the stickler: How 
shall advances from stockholders be 
handled? Arnold Levy and Jerome H. 
Simonds co-author a short but authorita- 
tiv e guide to the solution of that problem. 
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Mr. Farrar of our Washington staff 
plans to conduct the reader on an inside Henry L. Stewart 
tour of a little-known but very im- Washington Editor 
portant section of the Bureau, so that Lyman L. Long 
tax men everywhere may know their Advisory Editor 
own Collectors and Agents better. * * ae renee 
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Our Cover 


Harold Knutson, Republican Congress- 
man from Minnesota and new chairman of 
the Ways and Means Committee of the 
House of Representatives, appears on this 
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to the Treasury from tax-free property} incom 
exchanges and investments in tax-free} decrea 
securities, and Secretary of the Treasury] receip 
Andrew Mellon’s recommendation to re-] tional 
duce the maximum surtax to twenty-five] tax cv 


3 per cent. The repeal of the first excess 
month’s cover. For a comprehensive study profits tax law, effective on January 1, 
of this “tax man of the hour,” see the 1922, provided material for discussion. The It Ap 
article, “Harold Knutson—Three Decades composition and authority of the projected] The 
of Tax ‘Know-How’,” which starts on page Board of Tax Appeals, finally launched in] of an 
18 of this issue. 1924, was disputed at some length. advice 
‘ 2 The tax news of 1923, as reported in the} mark 
Twenty-fifth Birthday Coming Up pages of the magazine, furnishes both line e 
This magazine begins its twenty-fifth Parallels and contrasts to the tax news] "st | 
year of covering the national tax scene. Of 1946. A simplified return for taxpayers} "OW | 
Through deep depression when the national whose income was under $5,000 and de- and ¢ 
income was at low ebb—around forty billion rived solely from wages and salaries was Ea 
—and through a wartime peak period when introduced. All other taxpayers filed Form § {,}\0, 
that figure stood near $170,000,000,000, to 1040. In June, 1923, the total national penal 
the present postwar period of uncertainty, debt was $22,350,000,000, as compared with J cludi 
it has informed and explained each counter- $269,422,000,000 in 1946 and an estimated | cate: 
balancing act of revenue legislation. $261 ,C09,000,000 in 1947. Government expendi- to th 
The first issue of Taxes—The Tax tures for 1922, as announced in the March, }, try 
Magazine (then the National Income Tax 1923 issue, amounted to $3,795,302,499—a Jt, 16 
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“The subject of taxes is with every suc- ©" total of $41,539,000,000. But the largest that 
cessive year becoming of more compelling proportion of the budget in 1923, as in 19469 The 
interest to every citizen. As a result of and 1947, Pe allocated to defray expenses fedet 
the increasing prevalence of tax assessment resulting from a world war. as Pp 
upon the basis of income, the federal and For 1923, internal revenue receipts totaled paye 
state governments have penetrated into $2,621,745,227.57, $1,689,177,409 of which perjt 
privacies of personal and business affairs to came from income and profit tax collec- a 
an extent that a few years ago would have tions. Total internal revenue receipts for 1946 Pe 
been unbelievable. Who is there now that —$40,310,333,000—are over fifteen times as are | 
can afford not to be as fully informed as large as those for 1923, while income and nal 
possible on the complex phases of income Profit tax collections for the fiscal year— J per) 
taxes in principle and in practice?” $31,258,138,000—are over eighteen times J and 
In spite of today’s extended scope of larger. For 1947, almost $40,000,000,000 J year 
subject matter, the magazine’s existence is im internal revenue receipts, including | men 
still justified by the original reasons. $27,445,000,000 from income and profit taxes, J ally 
Two of the most controversial topics in have been estimated. oper 
the first volume of the magazine were Tax-free exchanges are still with us, Ja fi 
the proposed legislation to prevent losses though in a much more curbed form, and J In ¢ 
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tax-free securities have been limited by 
amendment as well as by the policy of 
declaring them taxable in the law giving 
rise to their existence. The Board of Tax 


Appeals, now the Tax Court, is cited as a 
pattern for similar administrative agencies 
in other fields of law. Some Congressmen 
: hope to create a labor law court for the 
“eam purpose of handling such controversies. 


There was then, as now, talk of a tax 


reduction, and some measure of relief was 


effected. Such possibility now seems remote 


Min the face of a threatened drop in the 


national income because of the unemploy- 
ment which may arise out of strikes. 
Each billion-dollar decrease in the national 
income will bring about a corresponding 
decrease of $280,000,000 in the Treasury 
receipts. A $20,000,000,000 drop in the na- 
tional income could wipe out our promised 
tax cut. 


lt Applies to Tax Men, Too 


The old saw, “Always read the fine print 
of any legal-looking document,” was good 
advice ignored by certain alleged black 
market operators. They failed to heed the 
line of six point type at the bottom of the 
first page of their income tax returns, and 
now find themselves threatened with a fine 
and a jail sentence for perjury. 


Each federal income tax return bears the 
following statement: “I declare under the 
penalties of perjury that this return (in- 
cluding any accompanying schedules and 
statements) has been examined by me and 
to the best of my knowledge and belief is 
a true, correct and complete return.” Prior 
to 1942 the income tax return required an 
oath as to correctness and _ notarization. 
This latter requirement was a nuisance 
that delayed the filing of many a return. 
The necessity of making the filing of the 
federal personal income tax return as easy 
as possible for the millions of new tax- 
payers, brought about a substitution of the 
perjury statement for the notarized oath. 


Perjury indictments in this connection 
are brought under Section 125 of the Crimi- 
nal Code (USCA 231). Punishment for 
perjury is a fine of not more than $2,000 
and imprisonment for not longer than five 
years. This provision is effective in punish- 
ment of those violators whose income (usu- 
ally unreported) arises from crime or illegal 
operation. One of the lighter sentences was 
a fine of $1,000 and nine months in jail. 
In these cases the government never pro- 
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ceeds by assessment or civil action but 
goes directly to the District Court on the 
criminal charges. 


A few months ago, Secretary Snyder 
pointed out that, by effective use of the 
perjury provisions, Treasury agents have 
cracked a widespread tax evasion racket 
growing out of black market operations. 
The agents started their investigation by 
examination of the books of the suspect, 
which showed all transactions to be within 
ceiling prices. It was then necessary to 
broaden their investigation to those buying 
from and selling to the suspected dealer. 
From these sources they were able to ob- 
tain incriminating evidence of tax evasion. 


The immediate effect of the investigation 
was the assessment and recovery of addi- 
tional taxes and fraud penalties totaling 
$350,000. When this file is closed total 
recovery is expected to reach $3,000,000 
because, as the inquiry gained momentum, 
many who had failed to report overceiling 
incomes admitted deficiencies and signed 
agreements to pay additional taxes and 
Civil Court penalties. 


The fine print may not be interesting 
reading, but it is must reading. 


Working with the Unknown in Taxes 


Twenty-one of the states which have income 
tax laws permit their taxpayers to deduct 
the income tax paid to the federal govern- 
ment from their state income tax liability. 
The deduction, however, is limited to that 
portion of the federal income tax attribut- 
able to the income taxable in each of the 
respective states. All of the states except 
Georgia, Minnesota, Montana (with respect 
to corporations) and Wisconsin permit such 
deductions to be made on the accrual basis. 
This gives rise to the problem of computing 
a deduction which is interdependent with 
the federal deduction for state income taxes. 


These taxes are interdependent since 
neither can be finally determined without 
first determining the other. The taxes ac- 
crue in the same year with respect to the 
same income. 


The problem may be solved by the trial- 
and-error method, under which a tentative 
federal tax is first computed and then de- 
ducted in computing a tentative state tax; 
this tentative state tax is then used in 
computing a second tentative federal tax, 
which in turn is used in computing a second 


tentative state tax. The fifth tentative 
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federal and state taxes usually differ im- 
materially from the fourth tentative federal 
and state taxes, respectively, thereby serv- 
ing as proof of the result. 

The following is a list of income tax 
states allowing or disallowing deductions 
for federal income and excess profits taxes: 


Allowing Deduction: Alabama, Arizona, 
Arkansas, Colorado, Delaware, Georgia, 
Idaho, Iowa, Kansas, Kentucky, Louisi- 
ana, Minnesota, Missouri, Montana, New 
Mexico, North Dakota, Oklahoma, Oregon,’ 
Tennessee,’ Utah, Wisconsin.* 


Disallowing Deduction: California, Con- 
necticut, District of Columbia, Maryland, 
Massachusetts,* Mississippi, New Hamp- 
shire, New York, North Carolina, Pennsy|- 
vania, South Carolina, Vermont,* Virginia. 


There are also formulae available which 
some tax men may prefer to the trial-and- 
error method. 


Another Tax Cut Snag? 


A deterrent to the tax reduction program 
may arise out of the suits filed in federal 
courts for portal-to-portal pay by CIO’s 
United Steel Workers. Published reports 
(Time, December 16, 1946) indicate that the 
amount claimed under the impetus of the 
Mt. Clemens Pottery Company case might be 
as high as one billion dollars. 


Back-pay awards as set forth in Sections 6 
and 7 of the 
are, by inference only, deductible by the 
employer. The claim for portal-to-portal 
pay arises under Section 7, which provides 
for overtime pay at one and one-half times 
the regular rate for hours worked. Sec- 
tion 16 of the same law states that an equal 
amount (that is, equal to the award) may 
be given as liquidating damages. A fine 
technicality creeps in here which may affect 
the amount the employer is permitted to 
deduct from his income taxes. “The term 
‘back-pay’ also embraces payments 
made as a result of alleged violation of Sec- 
tions 6 and 7 of the Fair Labor Standards 
\ct.” Payments “made as a result of alleged 


1 The deduction is allowed to individuals under 
the personal income tax law but is not allowed 
to corporations under the excise (income) tax 
law. 

2 The deduction is allowed under the corpora- 
tion excise tax but not under the stocks and 
bonds income tax. 

3'The deduction is limited to ten per cent of 
the net income in case of a corporation and 
three per cent of net income in case of indi- 
viduals. 

‘Individual income tax laws allow deduction 
with respect to taxes on business income. 


3 January, 1947 e TAX ES—The Tax Magazine 


Fair Labor Standards Act, 






violations” may very likely be construed 
to mean all amounts including the liquidat. 
ing damages provided for by Section 16, 
Such awards are then in an amount threeE 
times the regular hourly pay rate. 




















The employer may deduct such back-pay 
in the year when his liability becomes fixed, 
Where the liability is contested the deduc- 
tion may not accrue until final adjudication 
of the issues. This means that in the usual 
case the deduction will fall in the relatively 
low tax years from 1947 on. If a 1947 deduc- 
tion resulted in a net 1947 loss which could be 
carried back to 1945, excess profits tax lia- 
bility would be affected. 










































































Tt 
Additional individual income taxes col- As 
lected from the employees will mitigate the ch 





loss of revenue from the employer. 








As to the employee, the tax works in his 
favor. If his back-pay award amounts to 
less than fifteen per cent of his gross income 
for the current year, he takes this into his 
current year’s income (presumably the cases 
will be settled in 1947) at the possible lower 
tax rates in effect for 1947. If, however. 
the award exceeds fifteen per cent of his 
gross income for the current taxable year. 
the amounts may be allocated to the various 
prior years for which the award was made if 
the tax would be lower that way. 
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Treaty Suggestions Requested 
In the December issue (page 1124) we 





turned up some of the interesting phases ate 
of the work of Eldon P. King, Special vastl 
Deputy Commissioner. He is open to sug- ]. _ 
gestions from interested parties, for the }ine ¢; 


provisions of a reciprocal tax treaty between 
the United States and the Government of 
the Philippines. These negotiations will open 
in Manila sometime this month. 
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Cash Is Cash and So Is a Check 


The taxpayer received a check on the 
thirtieth of December but did not cash it 
until January 2 of the next year (three days 
later). The Circuit Court upheld the Com- 
missioner’s contention that cashing the check 
in a different year from which received. 
did not make the check income in the year 
in which it was cashed. According to the 
court’s holding checks are the equivalent of 
cash. Year-end bonus checks received in 
one year but cashed in the next will take the 
treatment, but this does not affect the situa- 
tion of year-end bonus checks mailed in one 
year but received in the next. 
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Taxes in Bankruptcy Proceedings 
By FRANK C. OLIVE 


The author * is chairman of the Committee on Bankruptcy of the American Bar 

Association Section on Corporation, Banking and Mercantile Law. He is also 

chairman of the Section on Property and Taxation of the Indiana State Bar 
Association 


HE VOLUME of bankruptcy business 

has been continually decreasing since the 
Chandler Act became effective on Septem- 
ber 22, 1938. For example, bankruptcy cases 
fled in 1941 numbered 56,335. Since then 
there was a continuous, steady and sharp 
decline in the number of cases commenced, 
to the 1945 figure of 12,862, a decrease of 
more than seventy-five per cent in four 
years. It was recognized by all who had 
any part in framing the act that it was 
imperfect regardless of the work of numer- 
ous organizations covering several years, 
and that the necessity of amendments would 
become more apparent after some years of 
experience with administration. The con- 
sensus of opinion is that there will come a 
vastly increased volume of such matters in 
the not-too-distant future, and that now is 
the time to amend the act in order to correct 
imperfections and ambiguities and make it 
as nearly perfect as possible. 


Stop Running of Interest 
and Penalties 


The running of interest and penalties 
should stop on all tax claims, including tax 
claims of the United States and the several 
states and subdivisions thereof, at the date 
of bankruptcy. The time required for ad- 
ministration and determination of claims is 
often increased by the delays incident to 
determining the very tax claims on which 
large interest is running, and the creditors 
are made to suffer through no fault of their 


* The material in this article was presented 
by the author at the meeting of the Section on 
Corporation, Banking and Mercantile Law of 
the American Bar Association at Atlantic City, 


3 October 28, 1946. 


i Taxes in Bankruptcy Proceedings 


own. State taxes usually cannot be paid 
until all tax claims are in, and government 
claims are often slow in coming in for allow- 
ance. It is inequitable to allow interest on 
taxes when other claims must be allowed 
without interest. The date of filing the peti- 
tion fixes the moment as of which the rights 
and liabilities of a bankrupt are determined. 
At that moment the creditors acquire a 
right in rem against the assets, and mere 
delay in administration should not result in 
one creditor’s being favored over another. 
For more than a century and a half the 
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theory of the English bankrupt system has 
been that everything, including interest, 
stops at a certain date, and this rule was 
applied to mortgages as well as to unsecured 
debts. Sexton v. Dreyfuss, 219 U. S. 339, 25 
A. B. R. 363 (1912). 


Section 57j should be amended to limit 
the running of interest to the date of bank- 
ruptcy. It should also be made plain that 
no penalties or interest thereon shall be 
allowed except those for which the bank- 
rupt has become liable prior to bank- 
ruptcy. Some taxing authorities are allowed 
to charge as much as twelve per cent inter- 
est. Consideration should be given as to 
whether the rate should be limited to six 
per cent. 


Notices to All Taxing Units 


Section 58e provides that the clerk of the 
court must mail a certified copy of every 
order of adjudication forthwith upon the en- 
try thereof to the Commissioner of Internal 
Revenue, and the court is required to send 
a copy of the notice of the first meeting of 
creditors both to the Commissioner and to 
the collector for the district in which the 
court is located. Other taxing authorities 
should also be notified of the bankruptcy 
proceeding. We suggest that Section 58e 
be amended in substance as follows: 


e. The clerk shall mail to the Commis- 
sioner of Internal Revenue a certified copy 
of every order of adjudication forthwith 
upon the entry thereof. The court shall, in 
every case, mail or cause to be mailed a 
copy of the notice of the first meeting of 
creditors to the Commissioner of Internal 
Revenue, to the collector of internal revenue 
for the district in which the court is located, 
and to those whose duty it is to collect taxes 
for the state or other governmental instrumen- 
tality in which the court ts located.” 


Priority of Tax Claims 


Under Section 64a(4) taxes legally due 
and owing by the bankrupt to the United 
States or any state or subdivision thereof 
are given priority with no limitation as to 
amount and time of accrual except that they 
are postponed to expenses of administration, 
wage claims not to exceed $600 to each 
claimant earned within three months prior 
to bankruptcy, and the costs and expenses 
of successful efforts to prevent fraud and 
obtain convictions. Taxes assessed against 
any of the bankrupt’s property may be or- 
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dered paid only to the amount of the value 
of the property assessed, but income and 
other such taxes may be ordered paid out 
of any of the estate that remains after pay- 
ing administration expenses and wage claims, 


In view of the great and increasing num- 
ber of taxes and the increasing amount 
thereof, the assets for distribution in a great 
many small estates are entirely exhausted 
in the payment of expenses of administra- 
tion and tax claims, leaving nothing for gen- 
eral unsecured creditors. 

All government instrumentalities are con- 
stantly devising new ways to raise money— 
to mention a few, income, sales, estate, gift, 
excise, use, privileges, license, occupation, 
franchise, social security, property, transfer 
and customs taxes. 

General unsecured creditors in most cases 
have supplied the bankrupt with goods and 
funds during the period immediately prior 
to bankruptcy, and what remains of such 
goods and funds usually constitutes the bulk 
of the assets of the bankrupt. The result 
is that new, general, and unsecured creditors 
often furnish the wherewithal out of which 
are paid the expenses of administration and 
taxes, and it frequently happens that tax 
claims disclose old and large liabilities of 
which the general unsecured creditor had 
no knowledge or means of ascertaining. 

The American Bar Association, the Com- 
mercial Law League of America and the 
National Bankruptcy Conference have here- 
tofore recommended that Section 64a(4) be 
amended so as to limit such priority to tax 
claims that have become the debt of the 
bankrupt within a period of one year imme- 
diately prior to bankruptcy. 


Opposition of Commissioner 


The proposal to limit priority of stale tax 
claims has been opposed by the Commis- 
sioner of Internal Revenue because: 

(a) The needs of the federal government 
during the war were never more pressing, 
and the liability of the general public to 
the government for taxes has never been so 
great or widespread. The body of income 
tax payers has increased from three million 
to fifty million in only a few years, and has 
brought with it the system of withholding 
taxes. 

The answer to that argument is that no 
matter how pressing are government needs 
for revenue, it is manifestly unjust and in- 
equitable for taxing authorities to collect 
stale taxes out of assets recently furnished 
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the bankrupt by general, unsecured and un- 
informed creditors of the taxpayer. 

(b) A limitation on priority of tax claims 
woull not benefit the bankrupt unless 
linked to an amendment providing for the 
discharge thereof. 

The answer to this is that taxes should 
be dischargeable. 

(c) Such limitations would result in many 
administrative difficulties. For example, if 
claims were filed for several years’ taxes 
and priority was limited to taxes accrued, 
for instance, since January 1, 1945, and if an 
audit adjustment should disclose that tax 
liability erroneously reported for 1945 should 
be for the year 1944, it-might be impossible 
to collect anything on such deficiency. In 
addition, under the stress of wartime con- 
ditions and manpower shortage, together 
with increased administrative burdens, audits 
of taxpayers’ returns are not possible within 
a year from the filing of such returns. Fur- 
thermore, taxpayers may defer steps toward 
collection through appeals to the Tax Court 
and similar devices. 

The answers are: (1) The wars are over 
and manpower shortage should abate. Per- 
haps transfers to the Treasury Department 
from governmental units that have been or 
should be abolished would enable the Com- 
missioner to handle tax problems more 
speedily. (2) The Commissioner could and 
should establish a department whose sole duty 
would be the processing cf tax claims as 
soon as notice is received from the clerk 
as provided in Section 58e. The law pro- 
vides that claims for taxes must be filed 
within six months (Section 57n), but the 
same section provides that a reasonable 
extension of time may be granted. (3) The 
Bankruptcy Court has jurisdiction under 
Section 64a(4) to determine the amount and 
legality of taxes, despite any steps to defer 
collection and appeals to the Tax Court. 

Section 274(a) of the Internal Revenue 
Code provides: 

“Claims for the deficiency and such in- 
terest, additional amounts and additions to 
the tax may be presented, for adjudication 
in accordance with law, to the court before 
which the bankruptcy or receivership pro- 
ceeding is pending, despite the pendency of 
proceedings for the redetermination of the 
deficiency in pursuance of a petition with the 
Board; but no petition for any such rede- 
termination shall be filed with the Board 
after the adjudication of bankruptcy or the 
appointment of a receiver.” 


(d) Such amendments would lead to fur- 
ther litigation and administrative difficulty 


Taxes in Bankruptcy Proceedings 


because tax claims covered by a lien pre- 
sumably would not be relegated in priority. 
Most federal taxes, as well as taxes due the 
states and their subdivisions, including cities, 
are ordinarily supported by some kind of 
lien—inchoate, perfected, specific, or other- 
wise—and the necessity of pressing the tax 
claim under the secured claim or lien pro- 
vision, rather than as a tax claim, would 
be emphasized. Most lien provisions, ex- 
cept the lien resulting from property taxes 
on real property, are vague, ambiguous, and 
generally unsatisfactory as a security for 
tax claims. Any change in the bankruptcy 
law which tends to emphasize a distinction 
between tax claims supported by a lien and 
those not so supported seems artificial and 
unreal without sound reasons in policy for 
its existence. 


The answer is simply that any change in 
the law pertaining to the priority of tax 
claims should cover those supported by a 
lien as well as those not so supported. 
Taxes supported by a lien should be paid 
only up to the amount realized from the 
lien-laden property. 

Section 64a(4) now provides that the debts 
to have priority, in advance of the payment 
of dividends to creditors, are: 


“(4) Taxes legally due and owing by the 
bankrupt to the United States or any State 
or any subdivision thereof.” 


We suggest that the quoted portion of 
Section 64a(4) be amended to read in sub- 
stance as follows: 


“Taxes that have become legally owing by 
the bankrupt to the United States, or any 
State or any subdivision thereof, within one 
year prior to bankruptcy, whether or not such 
taxes are supported by a lien or a right there- 
to; provided that taxes supported by a lien 
shall be ordered paid as a secured claim only 
up to the amount realized from the lien- 
laden property.” 

We have omitted the word “due” because 
some taxes are assessed in one year and are 
therefore owing by the bankrupt, but are not 
due and payable until the year following. 
The word “bankruptcy” is defined in Section 
1(13) as the date when the petition was 
filed. 

Section 64a(5), which provides that debts 
owing to any person, including the United 
States, who by the laws of the United States 
is entitled to priority, shall be paid next after 
taxes, should also be amended to include 
only those debts which have become owing 
within one year prior to bankruptcy, whether 
or not such debt is supported by a lien or a 
right thereto. 

















Consideration should also be given as 
to whether such changes should be limited to 
straight bankruptcy proceedings or made to 
include proceedings under Chapters X, XI, 
XII and XIII. 


The principle of limiting various types of 
claims as to the time of accrual in order to 
qualify them for some special classification 
or even for allowance is amply recognized 
in the Chandler Act. For example, priority 
and nondischargeability of wage claims are 
limited to wages earned within three months 
prior to bankruptcy (Sections 17(5) and 
64a(2)). Rent claims given a priority by state 
statutes are limited to rent accruing three 
months prior to bankruptcy (Section 64a(5) ). 
Rent claims based on unexpired leases are 
limited to one year next succeeding the date 
of surrender of the premises or the date of 
re-entry (Section 63a(9)). 


Dischargeability of Taxes 


“Sec. 17. Debts Not Affected by a Dis- 
charge.—a. A discharge in bankruptcy shall 
release a bankrupt from all of his provable 
debts, whether allowable in full or in part, 
except such as (1) are due as a tax levied 
by the United States, or any State, county, 
district, or municipality; ‘6 


There seems to be no sound reason why 
tax claims should remain undischargeabie. 
It is a fundamental theory of a discharge 
in bankruptcy that an honest debtor may be 
relieved of the burden of his debts and given 
a fresh start in the financial and business 
world. To discharge only his general debts 
and leave him burdened with unlimited taxes 
and interest accumulations thereon is unfair 
and inequitable. 

Claims for wages earned more than three 
months prior to bankruptcy are now dis- 
chargeable. (Section 17a(5).) Following 
the same principle, it would seem fair and 
equitable that tax claims also should be dis- 
chargeable, at least when they have accrued 
more than one year prior to bankruptcy. 

The Commissioner of Internal Revenue 
has expressed his opposition to any amend- 
ment of the law which would make any 
federal tax claim a dischargeable debt for 
the following reasons: 


1. Such a provision would tend to create 
a spirit and vehicle for tax avoidance. Many 
taxpayers would submit themselves to the 
stigma of bankruptcy to get rid of their 
federal tax obligations. The various state 
laws pertaining to exemption of property 
would be substituted for the federal laws 
with respect to exemption from distraint for 





federal taxes. The Commissioner recog. 
nizes that federal exemption laws are out 
of date and require renovation, but that state 
laws in some instances are over-generous 
in granting exemption. For example, under 
Florida laws a beach-front estate conserva- 
tively valued at $250,000, was exempt as a 
homestead where the bankrupt owed some 
$50,000 in federal taxes. To provide that 
federal taxes are a dischargeable debt in 
such a situation, would result in a very 
unequal and discriminatory legislation of the 
tax laws as between citizens of the various 
states. 


In answer to these objections, we suggest 
that Section 6, which provides for exemp- 
tions of bankrupts, could be amended by 
replacing the period after the word “excess” 
at the end of the section with a comma and 
adding in substance the following: 


“And Provided, that as to taxes and debts 
owing the United States no exemption shall 
be allowed in excess of One Thousand 
($1,000) Dollars.” ~ 


We have used the words “taxes” and “debts” 
for obvious reasons. While taxes may be 
debts, there are debts that may not be taxes. 


2. Such a provision would in effect make 


the United States an interested party in 
practically every proceeding for the dis- 
charge of a bankrupt, thus producing seri- 
ous administrative difficulties. At the time 
of the application for the discharge, taxes 
may not have been determined or known 
to exist. The bankrupt may obtain his dis- 
charge in three months or less; and even if 
the tax liability were known to exist, the 
government would ordinarily be without 
adequate facts to sustain the burden of suc- 
cessfully resisting the discharge. 


Processing Tax Claims 


The answers to this argument are that 
the Commissioner could and should estab- 
lish a department whose sole duty would be 
the processing of tax claims as soon as 
notice is received from the clerk of the court, 
as provided in Section 58e, as hereinbefore 
suggested. Claims for taxes must be proved 
and filed within a period of six months, but 
a reasonable extension of time may be 
granted. . Section 14 provides that the ad- 
judication of any person, except a corpora- 
tion, shall operate as an application for a 
discharge, and the court is required to make 
an order fixing a time for the filing of ob- 
jections to the bankrupt’s discharge, notice 
of which order shall be given to all parties 
in interest as provided in Section 58b. Ex- 
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tensions of time may be granted by the 
court. If there is any doubt about liability 
of the bankrupt for taxes, ample provision 
is given by the law to enable the Commis- 
sioner to investigate and file objections if 
deemed advisable. Of course, the govern- 
ment is an interested party in every bank- 
ruptcy. 



























































3. A discharge provision might seriously 
affect the recovery by the government from 
other solvent persons who may be liable for 
payment of the taxes as transferees or by 
virtue of contractual relations or of holding 
property subject to tax liens. 












































It would seem that Section 16, which pro- 
vides that the liability of a person who is 
a co-debtor with, or guarantor or in any 
manner a surety for, a bankrupt, shall not 
be altered by a discharge, should be a suffi- 
cient answer to this objection, but any doubt 
could be obviated by adding to the end of 
Section 17 in substance the following: 






























































“Provided, however, that a discharge of 
the bankrupt or debtor shall not limit or 
release any remedy against or discharge the 
obligation of any other person or persons 
who may be liable as transferee or by virtue 
of contractual relations or of holding prop- 
erty subject to tax or other liens.” 
























































Such a provision would operate not only 
to the advantage of the United States and 
other taxing authorities but would also be 
of benefit to those holding claims of other 
kinds that are dischargeable. We have used 
the word “obligations” instead of “taxes” 
or “debts” for the reason that the word 
“obligations” includes both of the other 
terms. 

































































Discharge in Bankruptcy 


4. It is further stated that a bankrupt who 
has received his discharge in bankruptcy 
is not necessarily without a remedy as far 
as unpaid federal taxes are concerned as he 
has the privilege of submitting an offer in 
compromise under the provisions of Section 
3761 of the Internal Revenue Code. Further, 
under Section 274(b) of the Internal Rev- 
enue Code, collection of unpaid tax claims 
against a bankrupt must be made within six 
years after the termination of the bank- 
tuptey proceeding. If any further relief is 
to be accorded, it could be provided through 
shortening this limitation period for the 
benefit of bankrupts; but it is-believed that 
the present provision is not inequitable. 




























































































Those who have had experience in at- 
tempting to obtain approval of an offer in 






axes in Bankruptcy Proceedings 








compromise know how much time, expense 
and red tape are involved. In a bankruptcy 
proceeding a bankrupt turns over all of his 
porperty for administration, and he ought to 
be entitled to a discharge which will permit 
him to get a fresh start without fear of 
revenue agents. 


If Section 17a(1) is stricken so as to pro- 
vide that all taxes shall be dischargeable, 
Section 274(b) of the Internal Revenue 
Code should be repealed and clauses 2-6 of 
Section 17 should be renumbered. 


If Section 17a(1) is amended so as to 
make all taxes dischargeable except those 
that have become owing by the bankrupt 
within a year prior to bankruptcy, Section 
274(b) of the Code should be amended by 
limiting the time to one year instead of six 
years within which collection can be made 
of any portion of the claim allowed which is 
unpaid after determination of such proceed- 
ing, and Section 17a(1) should be amended 
to read substantially as follows: 


“Sec. 17. A discharge in bankruptcy shall 
release a bankrupt from all of his provable 
debts, whether allowable in full or in part, 
except such as (1) are due as a tax levied 
by the United States, or any State, county, 
district, or municipality, whether or not such 
tax is supported by a lien or a right thereto, 
for which the bankrupt has become liable 
within one year prior to bankruptcy; Pro- 
vided, however, that such discharge shall apply 
only to the excess of such tax over the amount 
realized from the lien-laden property.” 


When the Chandler Bill was originally 
passed by the House of Representatives, 
federal tax claims were made dischargeable. 
The Senate Judiciary Committee made no 
change; but in the last stages of the bill 
before the Senate Judiciary Committee, at 
the instance of the Treasury Department, 
clause 1 of Section 17 was restored in its 
entirety. 


The National Bankruptcy Conference, the 
Commercial Law League of America and 
other organizations heretofore have taken 
action in favor of making tax debts dis- 
chargeable; and in the interest of justice and 
equity we feel that something should be 
done about it at once. 


Chapter X Cases 


Section 102 provides that Section 64 shall 
not apply in Chapter X proceedings unless 
an order is entered directing that bankruptcy 
be proceeded with pursuant to the provi- 
sions of Chapters I to VII inclusive. Section 
64a(4) includes a proviso “that, in case any 
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question arises as to the amount or legality 
of any taxes, such question shall be heard 
and determined by the court.” It would 
appear, therefore, that there is excluded from 
an ordinary Chapter X proceeding prior to 
an order of liquidation, the subject matter 
of the proviso of Section 64a(4). As there 
have apparently been differing adjudications 
construing these provisions, it would seem 
highly desirable to avoid any confusion, and, 
therefore, it is recommended that Section 
116 of Article III of Chapter X be amended 
by striking the word “and” at the end of 
subsection (3); striking the period at the 
end of subsection (4); inserting “; and’ at 
the end of subsection (4); and adding there- 
to a new paragraph to read in substance as 
follows: 


“(5) shall determine the legality and amount 
of taxes owing by the debtor to the United 
States or to any State or to any subdivision 
thereof whether or not an order has been 
entered directing that bankruptcy be pro- 
ceeded with pursuant to the provisions of 
Chapters I to VII, inclusive.” 

A much more important matter at this 
time, however, is to consider an amendment 
to that part of Section 64a(4), which pro- 
vides that “in case any question arises as to 
the amount or legality of any taxes, such 
question shall be heard and determined by 
the court.” 


Section 64a(4) Cases 


In Arkansas Corporation Commission v. 
Thompson, 313 U. S. 132, 45 A. B. R. (N. S.) 
462 (1941), the Supreme Court said, “There 
is nothing in the history of bankruptcy or 
reorganization legislation to support the 
theory that Congress intended to set the 
federal courts up as super-assessment agen- 
cies over state taxes.” The Court held that 
taxpayers in bankruptcy do not have the 
privilege of two separate trials, one state 
and one federal, on the value of the property 
taxes, and whether or not taxes are legally 
due and owing depends upon the valid laws 
of that state. In that case the Commission 
was a quasi-judicial agency, which had 
hearings and whose final determination could 
be appealed to the courts. The trustee in 
bankruptcy appeared before the Commission 


at a hearing. He failed to appeal under 
State laws, and his petition to the bank. 
ruptcy court to determine the “amount or 
legality” of the tax was denied. 


Confusion has arisen in that other courts 
of lesser jurisdiction have attempted to con- 
strue and limit the decision of the Supreme 
Court. The Eighth Circuit, in Baumann vy, 
Sheehan, 140 F. (2d) 747, 55 A. B. R. (N. S,) 
117, and the Tenth Circuit in the case of 
In re Ingersoll, 148 F. (2d) 282, 57 A. B. R. 
(N. S.), have held that the bankruptcy court 
does not have the power to determine the 
amount of state tax claims. But the Third 
Circuit, in the case of In re Monongahela 
Rye Liquors, Inc., 141 F. (2d) 864, 56 A. B, 
R. (N. S.) 81, has held to the contrary, and 
said that all that was held in Arkansas », 
Tnompson was that if there had been a hear- 
ing and determination in a duly constituted 
state tribunal, there could not be a retrial 
in the bankruptcy court. 


We submit that there is very potent argu- 
ment in the case of Rye Liquors. The bank- 
ruptcy court should not be deprived of de- 
termining what taxes are “legally due and 
owing” unless they have been finally adjudi- 
cated on the merits by a state court or ad- 
ministrative body of competent jurisdiction. 


We would suggest, therefore, that the por- 
tion of Section 64a(4) quoted above be 
amended to read in substance as follows: 


“64a(4). And provided further, that in case 
any question arises as to the amount or 
legality of any taxes such question shall be 
heard and determined by the court wmless 
such taxes have been, prior to bankruptcy, 
finally adjudicated on the merits by a court 
or administrative body of competent jurisdic- 
tion.” 


Then, if Section 64a(4) be so amended, it 
would be desirable to make certain that the 
amendment would be applicable to corporate 
reorganizations by adding a similar clause 
at the end of Section 116 of Article III of 
Chapter X. 


Other changes are being considered, but 
the crying needs at this time are the proposed 
amendments with respect to the running of 
interest and the priority and dischargeability 
of tax claims. 


[The End] 
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KENTUCKY CHAIN STORE TAX 


The Kentucky Court of Appeals has upheld a lower court decision declaring 
the Kentucky chain store tax invalid.. Barring a rehearing, this action is final. 
(Reeves, et al. v. Adam Hat Stores, Inc., et al.) 
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T HE ISSUES on corporate taxation aris- 
ing from the revised tax structure of 
1935 have by now been fairly well defined. 
Although the court cases have slowed up, 
there are still a few current cases that might 
have far-reaching significance. Still remain- 
ing are the three most telling levies: (1) 
the corporate net income tax, (2) the fran- 
chise tax on foreign companies and (3) the 
repeal of the manufacturing exemption. 
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Although the first named is a temporary 
tax, it has been re-enacted six successive 
times for two-year periods each, and its 
continuance depends on re-enactment in 
1917. The second also was first enacted 
in 1935 for a temporary period but later 
was made permanent, and it would seem 
that this tax is going to remain. The third 
likewise was enacted originally on a tempor- 
ary basis and later made permanent; but in 
1943 the legislature saw fit to restore the 
manufacturing exemption upon cessation of 
hostilities of World War II, the effective 
date of which is the year following the year 
in which a proclamation to that effect is 
issued by the President of the United States 
or by a joint resolution of the United States 
Senate and House of Representatives. 
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The cases selected for discussion herein 
are primarily those affecting these taxes. 






1e End] 





Petitions for Refund 






In the case of Commonwealth v. Central 
Railroad Company of New Jersey (57 
Dauphin 255, 1946) the question before the 
court was the right of the Attorney Gen- 
eral to confess judgment against the Com- 
monwealth. 
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Recent Pennsylvania Tax Decisions 





By I. H. KREKSTEIN 






Tax Meaning Behind Recent 


- Pennsylvania Decisions 


The author, former Deputy Secretary of Reve- 

nue and Director of the Bureau of Corporation 

Taxes, Commonwealth of Pennsylvania, is a 
certified public accountant in Philadelphia 


The Commonwealth settled gross receipts 
tax against the Central Railroad Company 
of New Jersey for the period ended June 
30, 1938, and included tax on so-called loop 
traffic. Loop traffic represents transporta- 
tion between points within Pennsylvania 
during the course of which the carrier 
passes through another state. The settle- 
ment was made in June, 1939, and the ap- 
peal was filed in September, 1940. While 
the appeal was pending, the Attorney Gen- 
eral, on December 18, 1944, issued Formal 
Opinion No. 516, holding that gross receipts 
arising from loop traffic were not taxable. 
On October 22, 1945, one day before the 
case was listed for trial, the Attorney Gen- 
eral filed, in the Office of the Prothonotary, 
a confession of judgment in favor of the 
taxpayer in which he “confesses and con- 
sents to the entry of judgment against the 
Commonwealth and in favor of the appel- 
lant.” Judgment was accordingly entered. 
In November of the same year the taxpayer 
filed a petition and rule to show cause why 
the judgment should not be stricken off, 
claiming that there was no warrant or au- 
thority for entering it. 


Thus, curiously, the taxpayer objected to 
the entry of a judgment in its own favor. 
It is necessary to look behind the veil of 
this procedure to see the actual issue. 


The period of time within which a peti- 
tion for refund can be filed with the Board 
of Finance and Revenue is one year from 
the date of the payment of the tax or from 
the date of the settlement, whichever date 
last expires, if the issue concerns valuation. 
The period is two years if the question is 
other than valuation, and five years when 
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it is held that the payment was made “under 
a provision of an Act of Assembly subse- 
quently held by a final judgment of a court 
of competent jurisdiction to be unconstitu- 
tional, or under an interpretation of such 
provision subsequently held by such court 
to be erroneous.” 


If the appeal in question had been decided 
in favor of the taxpayer, by the Dauphin 
County Court, all other taxpayers against 
whom settlements were made on gross re- 
ceipts arising from loop traffic would have 
been entitled to refunds if claims were filed 
with the Board within the five-year period. 
On the other hand, if the appeal had been 
settled by stipulation for judgment and all 
other appeals previously taken had been 
similarly settled, the period of time for 
filing refund claims would have been re- 
duced from five to two years. Obviously, 
counsel for the taxpayer refused to enter 
into a stipulation for judgment, but in- 
sisted upon trial of the case. The Attor- 
ney General could not argue that loop 
traffic was taxable without being in conflict 
with his formal opinion; and, if the court 
had decided the case and entered judgment 
in favor of the taxpayer, the time limit for 
filing refund claims would have been five 
years for not only the taxpayer involved 
in the proceedings but all other taxpayers 
who had paid gross receipts tax on loop 
trafic. To confine refund claims to the 
two-year period and avoid the operation of 
the five-year period, the Attorney General 
resorted to the novel expedient of volun- 
tarily confessing judgment in favor of the 
taxpayer the day before the case was listed 
for trial. 


The court held that there was 
thority in common law nor in the statutes 
for the action taken and accordingly sus- 
tained the petition for rule to show cause 
why the judgment confessed by the Attor- 
ney General against the Commonwealth 
should not be stricken off. 


The case is now pending before the Penn- 
sylvania Supreme Court. Until the final 
decision, interested taxpayers will not know 
whether the time limit is two or five years. 


Federal Tax Refunds, Recoupments 


The case of Commonwealth v. 
Storage Battery Company (51 Dauphin 90) 
was originally decided in May, 1941. The court 
held that excise taxes paid during 1922 to 
1926 which were refunded by the federal 
government in 1935 were subject to Penn- 
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sylvania corporate net income tax in the 
same year they were subject to federal 
income tax. Exceptions were filed and were 
finally ruled upon by the Dauphin County 
Court on March 11, 1946, almost five years 
later. 









Two questions were raised, both based 
upon an event which happened after the 
























original decision was announced: (1) Was ‘eeermens 
the taxpayer entitled to a recoupment oe te 
because of certain decisions in the federal t ch 
court? (2) Was the conclusion in the aa 
original opinion inconsistent with the deci- eek 2 
sion in the case of Commonwealth v. Henry _ 
K. Wampole & Company, Inc. (56 Dauphin lhe 
156) ? gs 
ee 

Preliminarily, the court points out that “ete * 
these questions were not raised in the ap-] ;aised 
peal and specifications, nor in any of the} order 
exceptions. would 

From 1919 to 1926 the taxpayer paid to] the fe 
the federal government large sums of excise | TecOU 
tax on the sale of its storage batteries. The that t 
taxpayer disputed the legality of the tax] tts n¢ 
and took appropriate action to preserve its] to an 
rights to claim refund. In 1935 the govern- | ment, 
ment repaid to the taxpayer more than} Chan 
$1,000,000 in settlement of a judgment for] to th 
the overpayment of these excise taxes. The } Cour 
period from 1919 to 1922 was not covered } unde 
by the judgment, as claim for refund for } to al 
the payments made during these years was J Pay™ 
barred by the federal statute of limitations. J to 19 





The money paid to the taxpayer in 1935 




















was considered as taxable income for 1935 Wa 
by the federal government, and this treat- A 
ment resulted in the assessment of addi- pre 
tional income and excess profits taxes for a i; 
no au- that year. The taxpayer paid the tax and al 
instituted suit against the government to cua 
recover. A Report of Change in Corporate per 
Net Income, reflecting the additional in- in 
come, was filed with the State, and tax was J ern 
assessed giving effect thereto. that 
imp 

Validity of Assessment me 
The Dauphin County Court held that the for 
assessment was valid on the theory that hav 
the Pennsylvania tax is not a tax on income | Y¢4 
but an excise tax on “the income returned ot 
to or ascertained by the Federal Govern- a 
Electric ™ent.” a 
The suit to recover the federal tax was the 
based on the fact that while the prior litiga- ] 
tion involved taxes for the years 1922 to the 
1926, inclusive (the collections held to be Jar 
illegal), the company paid the same type the 
Re 





in the 
‘ederal 
1 Were 
county 
- years 


based 
er the 
) Was 
pment 
ederal 
n the 
- deci- 
Henry 
tuphin 


t that 
1€ ap- 
of the 


aid to 
excise 


vern- 

than 
nt for 

The 
vered 
d for 
S was 
tions. 


- 1935 
1935 
treat- 
addi- 
Ss for 
x and 
nt to 
orate 
il in- 
< Was 


it the 

that 
come 
irned 
vern- 


was 
itiga- 
22 to 
oO be 
type 


azine 


of illegal taxes under protest for the years 
1919 to 1922 in an amount over $500,000. 
The taxpayer claimed the right to recoup 
this amount against the government’s claim 
for additional taxes of over $200,000 for 
1935. The Court of Appeals, in November, 
1945 (152 F. (2d) 521 [45-2 ustc J 9456]), 
afirmed the District Court holding that 
“inasmuch as the plaintiff had paid more in 
income taxes and interest for the period 
1919 to 1922 than the income tax and inter- 
est charged against it on the amount re- 
turned for the years 1922 to 1926 the 
company was entitled to recoupment.” 


The Dauphin County Court in ruling in 
favor of the Commonwealth indicated that 
the equities seemed to be with the taxpayer, 
but pointed out that the question was not 
raised anywhere in the record, and that in 
order to get the matter before the court it 
would be necessary to inject a decision of 
the federal court applying the principle of 
recoupment. The court also pointed out 
that the Pennsylvania taxing statute bases 
its net income upon the amount “returned 
to and ascertained by the Federal Govern- 
ment,” and since there was no Report of 
Change before it in which effect was given 
to the recoupment allowed by the Circuit 
Court of Appeals, there were no means 
under the Corporate Net Income Tax Act 
to allow for the recoupment of the over- 
payment of federal taxes for the years 1919 
to 1922. ; 


Wampole Case 


As to the Wampole case, the second ques- 
tion, in 1939 the taxpayer obtained a refund 
of liquor floor taxes paid to the Common- 
wealth during 1933 and 1934. The refund 
was obtained because the tax had been de- 
clared unconstitutional, and was included 
in net income returned to the federal gov- 
ernment for 1939. The court, in deciding 
that the Commonwealth had no right to 
impose the corporate net income tax, 
pointed out that if it had been possible for 
the taxpayer to re-open its federal returns 
for 1933 and 1934, the sums refunded would 
have increased taxable income in those 
years, but this was prevented by the statute 
of limitations. By including the refund in 
federal income for 1939, the court indicated 
that substantial justice resulted; but the 
same reasons were not impelling as far as 
the State was concerned. 

From this it might be inferred that had 
the original tax payments been made after 
January 1, 1935, the effective date of the act, 
the decision would have been opposite. 
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In answering the question of whether 
there was a conflict between the two deci- 
sions, the court found that, apart from the 
equities, they were distinguishable, and the 
decision in the Wampole case does not re- 
quire the reversal of judgment in the Elec- 
tric Storage Battery case. 


Unexplained is the evident inconsistency 
that in the one the state tax is imposed on 
the refund of federal excise taxes because 
it is included in the “net income returned 
to and ascertained by the Federal Govern- 
ment,” whereas in the other the state tax is 
not assessed against refunded liquor. floor 
tax, even though it was also included in 
the net income “returned to and ascertained 
by the Federal Government.” However, it 
should be noted that the decision in the 
Electric Storage Battery case is consistent 
with all other cases in which the courts 
have held that the tax is not a tax on in- 
come but an excise or privilege tax on the 
net income “returned to and ascertained by 
the Federal Government.” 


Fiscal Year Changes 


In Commonwealth v. Erie Dry Goods Com- 
pany (Dauphin County, March 11, 1946), the 
taxpayer obtained permission to change 
from a calendar to a fiscal year basis start- 
ing with the year ended January 31, 1937. 
A Corporate Net Income Tax Report was 
filed for the month of January, 1937, and, 
thereafter reports were filed for the twelve 
months ending January 31 each year. The 
company, in the appeal, contested the Com- 
monwealth’s right to impose the tax for the 
month of January, 1937, on the grounds that 
there was no statutory authority, and that 
in any event it was unconstitutional. 


When the Department of Revenue in- 
structed the taxpayer to file a report for 
the month of January, 1937, it explained that 
the company would be liable to file its last 
Corporate Net Income Tax Report under 
the 1937 Act on an eleven-month basis. 
The obvious purpose was to save the tax- 
payer from tax liability for more than the 
two-year period provided by the act, in the 
event it was not re-enacted in 1939. 


The Corporate Net Income Tax Act was 
first enacted in 1935 for a two-year period 
starting with the year ending December 31, 
1935, for companies reporting on a calendar 
year basis, and with the fiscal years begin- 
ning in 1935 for companies reporting on a 
fiscal year basis. The act was reenacted 
successively each biennium thereafter for 
periods of two years each. 
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The court found that there was sufficient 
authority in the applicable statutes for im- 
position of the tax for the month of January, 
1937, and that such tax was not in violation 
of the uniformity clause of the state con- 
stitution. As to the possibility that ter- 
mination of the tax might at some future 
date result in the imposition of the tax for 
a longer period than was contemplated, the 
court said: 


“If the legislature terminates the Corpo- 
rate Net Income Tax Act, the presumption 
is that it will constitutionally provide for 
all inconsistencies or inequalities which 
may then arise with reference to the differ- 
ence in reporting and paying on a calendar 
year and fiscal year basis. The defendant 
is in no position to anticipate any uncon- 
stitutional future enactment.” 


Taxpayer's Remedies 


The court significantly added that if the 
legislature does not provide for the con- 
tingency, the aggrieved taxpayer will have 
at least three remedies: (1) The Depart- 
ment of Revenue might make the required 
adjustment by assessing tax in the last ef- 
fective period for less than a full year; 
(2) the Board of Finance and Revenue 
could, on petition for review, make the ad- 
justment; (3) or, failing to secure relief 
from the Department of Revenue and Board 
of Finance and Revenue, the taxpayer could 
appeal to the court for the required relief. 


It would appear from the court’s dictum 
that taxpayers should not be required to 
pay tax for a longer period of time than 
contemplated by the Corporate Net Income 
Tax Act, and that if the tax is discontinued 
an adjustment should be made relieving tax- 
payers from liability for overlapping periods 
resulting from changes in reporting periods 
from a calendar to a fiscal year basis. 


Discontinuance of the Corporate Net In- 
come Tax Act in Pennsylvania does not 
seem to be imminent. However, the manu- 
facturing exemption which was repealed by 
enactment in 1935 has been conditionally 
restored by an act passed in 1943 which 
might soon become effective. 


Calendar to Fiscal Year Basis 


The capital stock or franchise tax liability 
of manufacturing companies which changed 
from a calendar to a fiscal year basis during 
the period when there was no manufacturing 
exemption, would be affected in the same 
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To illustrate both, let us assume that the 
Erie Dry Goods Company’s capital was 
engaged exclusively in manufacturing, and 
that the corporate net income tax was dis- 
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restored starting with the year ending De- § was \ 
cember 31, 1947, for calendar year com- § permi 
panies, and with the year beginning in 1947 J fiscal 
for fiscal year companies. Unless statutory ] assess 
or other provisions were made, the taxpayer Ha 
in this instance would have paid both taxes Rinits 
for a period of twelve years and one month ould 
as against twelve years by companies which : sala 
made no change in fiscal periods. tee 
On the other hand, companies which } empti 
changed from a fiscal to a calendar year J its fit 
basis would be affected in the opposite way. } have 
This can be illustrated by assuming that ] ning 
the taxpayer was on a fiscal year basis end- ] of pe 
ing November 30 and changed to a cal- | a fis 
endar basis starting with the year 1937. } than 
Tax liability would have been incurred for ]| mani 
the twelve months ended November 30, ]} nine 
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for the succeeding ten years, a total of }] ende 
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Amendment of Fiscal Code ame 
It should be observed that the Fiscal | the | 
Code was amended in 1937 (February 2, 
1937, P. L. 3, Section 702), and since then Mo 
taxpayers have been required to file corpo- 
rate tax reports with the Commonwealth on U 
the same basis as with the federal govern- | por: 
ment. A change in reporting period is con- capi 
ditioned on the allowance of the change by J <v1y 
the federal government. Before this amend- onte 
ment, it was possible for a company to file elie 
with the State on a calendar year basis and eee 
with the federal government on a fiscal year oe 
basis. Out of this arose an interesting case oo 
—Commonwealth v. A. M. Byers Company fort 
(346 Pa. 555, 1943). oe 
is 
The company, prior to the passage of the 
act repealing the manufacturing exemption, 
was reporting to the federal government on Co 
a fiscal year basis ending September 30, ; 
and to the Commonwealth on a calendar 
year basis. The last calendar year it filed set 
a Pennsylvania Capital Stock Tax Report Col 
covering the year 1934. In November, 1935, 206 
upon request, the Commonwealth granted tio 
permission to file on a fiscal year basis; and na 
on December 30, 1935, a report was filed the 
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for the nine months ended September 30, 
1935, with the idea of thereafter filing on 
a fiscal year basis. In February, 1936, the 
Commonwealth revoked the permission 
previously granted to file on a fiscal year 
basis; and under protest the taxpayer filed 
a report for the calendar year 1935, upon 
which settlement was made for the entire 
year without any manufacturing exemption. 


The court held that the Commonwealth 
was within its authority in revoking the 
permission to change from a calendar to a 
fiscal year basis and sustained the tax 
assessment for the calendar year 1935. 


Had the amendment to the Fiscal Code 
been in effect prior to 1935, the company 
would have been compelled to file on a fiscal 
year basis with the Commonwealth and 
would have received a manufacturing ex- 
emption up to September 30, 1935, because 
its first liability for capital stock tax would 
have commenced with the fiscal year begin- 
ning October 1, 1935. Because the granting 
of permission to change from a calendar to 
a fiscal year basis was permissive rather 
than mandatory, the taxpayer lost the 
manufacturing exemption for a period of 
nine months. This taxpayer, if it has con- 
tinued to report on the basis of a fiscal year 
ended September 30, will be confronted with 
the possibility of capital stock tax liability 
for nine months more than companies which 
made no fiscal year change, unless special 
provision for this contingency is made when 
the manufacturing exemption is restored. 


Modified Form of Settlement 


Under the act the tax of a foreign cor- 
poration is measured by the value of its 
capital stock to the extent that it is in Penn- 
sylvania. In cases where business is trans- 
acted within and without the state, the 
allocation is on the basis of a statutory 
formula. A modified form of settlement is 
used if the application of the statutory 
formula has the effect of taxing values that 
have no relationship to the franchise exer- 
cised in Pennsylvania. 


Columbia Gas and Electric Company 


The forerunner of the modified form of 


settlement was seen in Commonwealth v. 
Columbia Gas & Electric Company (336 Pa. 
209, 1939). The court upheld the constitu- 
tionality of the tax, holding that it is in the 
nature of a franchise or excise tax and that 
the basis for calculating the tax is the value 
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of the franchise to the extent locally exer- 
cised. This means that if the application of 
the statutory formula to the capital stock 
valuation attributes a value to Pennsylvania 
beyond the value of the franchise exercised 
there, another method of allocation must be 
found. The court found that the company 
was engaged in a multiform business, one 
portion of which was conducted both within 
and without Pennsylvania, and the other 
entirely outside the state. The Common- 
wealth, in following the mandate of the 
court, divided the business into two parts 
so that the unrelated holding company busi- 
ness would be completely disregarded in the 
taxable value computation, to the extent it 
might influence (1) the valuation of capital 
stock and (2) the three allocation fractions. 


Mundy Corporation 


The next case on this point was Common- 
wealth v. The Mundy Corporation (346 Pa. 
482, 1943). The facts were different, and 
there was no question of whether the com- 
pany was engaged in a multiform business. 
The taxpayer owned securities, most of 
which were acquired ovt of capital con- 
tributed by the stockholders when the cor- 
poration was created. There was no selling 
and dealing in these securities. The only 
changes made in the portfolio were due to 
the calling or maturity of issues and the 
substitution of others, plus the acquisition 
of a few additional holdings. The securities 
were kept in Pennsylvania, and all income 
was deposited in bank accounts in Phila- 
delphia. The taxpayer was authorized to 
conduct a real estate and contracting busi- 
ness, and the charter was broad enough to 
authorize it to act as a holding company of 
securities. Its only place of business was 
in Philadelphia; outside of the state it did 
nothing except to maintain a statutory of- 
fice in Delaware, but no corporate activity 
was conducted there. The court held that 
the company was not functioning as a hold- 
ing company and that the only business con- 
ducted was the real estate business. Since 
the ownership of the securities “did not 
constitute doing a business,” the court de- 
cided that the value thereof should be ex- 
cluded from the valuation of the capital 
stock. They were deducted “flat” from the 
capital stock valuation. 


The distinction between this case and the 
Columbia Gas & Electric case is that in the 
latter the modification of the settlement was 
on the basis of a multi-form business, 
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whereas in the former it was on the basis of 
the ownership of assets which were neither 
necessary nor utilized in the conduct of the 
corporate functions of the taxpayer. 


Baxter, Kelly & Faust, Inc. 


The case of Commonwealth v. Baxter, 
Kelly & Faust, Inc. (53 Dauphin 73, 1942) 
followed. The facts in this case differed 
from the two previously discussed; and 
although the court held that the taxpayer 
was engaged in a unitary enterprise, a 
modified form of settlement was ordered. 
The company held securities which were 
not acquired from its original capital but 
came from its earnings. Nevertheless, the 
court found that the securities were not held 
as reserves for corporate functions, and that 
since they were kept outside of Pennsyl- 
vania in all respects, they were beyond the 
taxing reach of Pennsylvania. The reason- 
ing of the court was chiefly the same as 
relied upon in the Mundy case. However, 
instead of deducting the value of the secu- 
rities “flat” from the capital stock valuation, 
the deduction was made on a proportoinate 
basis. 


Quaker Oats, Ford Motor Cases 


The next cases in order were Common- 
wealth v. Quaker Oats Company (350 Pa. 253, 
1944) and Commonwealth v. Ford Motor 
Company (350 Pa. 236, 1944). They were 
considered together by the Pennsylvania 
Supreme Court and decided along parallel 
lines. One of the principal questions was 
whether these taxpayers were engaged in 
multiform businesses. The court, in both 
instances, held that the businesses were 
unitary in character and refused modifica- 
tions of the settlement on these grounds. 
However, a modified form of settlement was 
authorized in the Quaker Oats case for the 
reason that among the assets were included 
stocks of three subsidiary companies which 
were totally inactive during the year in 
question. The court decided that these 
stocks “form no part of the corporate ac- 
tivity within the State of Pennsylvania, or 
added to the business potency of the de- 
fendant exercised within the State and with 
reference to which defendant was a mere 
holding company.” 


The stocks, incidentally, were held in all 
respects outside Pennsylvania. In order- 
ing the modified form of settlement to the 
extent of the stocks of the inactive sub- 
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sidiary companies, the court followed the 
precise formula used in the Baxter, Kelly & 
Faust case. 


Eaglis Corporation 


Commonwealth v. Eaglis Corporation (354 
Pa. 493, 1946) should be considered in con- 
junction with the Mundy case, as the court's 
finding was directly opposite. The facts 
in each case at first glance appear similar, 
but the court found a distinction. 


The Eaglis Corporation was incorporated 
under the laws of the State of Delaware for 
the purposes, among other things, to “own, 
hold, acquire, buy and sell Real Estate and 
also to own, hold, acquire, buy and sell 
stocks, bonds and securities.” It was reg- 
istered in Pennsylvania and authorized to 
do both the real estate and investment hold- 
ing company business. 


The Mundy Corporation was not author- 
ized to do a “holding investment company 
business in Pennsylvania.” In all other re- 
spects, it seems that the two cases were 
identical, with the possible exception that in 
the Mundy case all stockholders and di- 
rectors’ meetings were held in Pennsylvania, 
whereas in the Eaglis case the directors’ 
meetings were held outside the state. The 
court considered the differences sufficient to 
distinguish the cases. It ruled that despite 
the fact that the taxpayer’s corporate ac- 
tivities with reference to the securities it 
owned in its capacity as a holding or in- 
vestment company were small in compari- 
son with the total securities held, yet if they 
represented all of the activity of the com- 
pany, they were sufficient to bring it within 
the operation of the Franchise Tax Act with 
reference to its holding, or investment com- 
pany activities. Accordingly, the court de- 
nied the taxpayer the right to obtain a 
modified form of settlement. 


United Biscuit Company 


The last decision on the issue was Com- 
monwealth v. United Biscuit Company (56 
Dauphin 181, 1944). The same point was 
raised in respect to corporate net income 
tax, and the court decided both cases at the 
same time since both appeals contested the 
Commonwealth’s right to tax extraterritorial 
values and asked that the taxes be resettled 
on a modified basis. 


All of the stock of the taxpayer was 
owned by United Biscuit Company of 
America, which, prior to the incorporation 
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of the taxpayer, had owned all of the stock 
of sixteen companies, located in various 
parts of the United States, engaged in 
manufacturing biscuits, crackers and cakes, 
one of which manufactured paper boxes and 
cartons. The home office of the parent, 
as well as of all the subsidiaries, was in 
Chicago. 


Upon incorporation of the taxpayer, all 
of its stock was issued to the parent in ex- 
change for the stock of the sixteen sub- 
sidiaries. Prior to the year in question, 
these companies were liquidated into the 
taxpayer, and thereafter they were oper- 
ated as separate divisions of the taxpayer 
with no change in management or methods 
of doing business. Three of the sixteen 
divisions operated in Pennsylvania. Officers 
of the taxpayer acted as officers of the divi- 
sions. The taxpayer issued to the divisions 
frequent bulletins with reference to the con- 
duct of the business, most of which were 
advisory, but some of which were positive 
directives. The divisions kept separate 
books and records under supervision of the 
home office. Each division maintained sep- 
arate bank accounts, in which were de- 
posited all receipts from sales and from 
which were paid all invoices for materials 
and expenses, and also payrolls. Matters 
of policy such as price schedules, Federal 
Wage and Hour laws, Social Security pro- 
cedure, state and local taxes, insurance, etc., 
were dictated by the home office. A re- 
search department was maintained at the 
home office, which, for the benefit of the 
divisions, issued instructions concerning 
the purchase of baking ingredients. How- 
ever, each of the divisions was authorized to 
purchase materials independently. 


There was no central advertising under 
the name of United Biscuit Company, and 
no uniform packaging or trade name. 


The carton division sold containers and 
other packaging material in such form and 
design as the particular division desired, 
and each division advertised according to 
the trade name which it had promulgated 
when it was a corporation and before it 
was acquired by the taxpayer. It should 
be noted that a large part of the product 
of the carton division was sold to other pur- 
chasers, and in some instances the divisions 
purchased containers for their package re- 
quirements from other sources. 


There was no central sales organization, 
each division maintaining its own organiza- 
tion, through which it marketed its products 
independently, selling at prices determined 
by each division based upon manufacturing 
costs and competitive conditions. 


The court found that the company was 
engaged in a unitary enterprise and that 
even the carton division contributed to the 
business efficiency and potency of the tax- 
payer. The court said: 


“ 


it follows that whatever adds to 
the business efficiency or business potency 
of the privilege used in the State, may be 
brought into the fraction to ascertain the 
value of the privilege exercised in the State.” 
(56 Dauphin 162, 172, 1944.) 


Since the court found that the company 
was engaged in a unitary enterprise, the 
taxpayer was not entitled to any exclusion 
from the capital stock valuation, and the 
Commonwealth’s right to make a settlement 
on the statutory basis was upheld. 


[The End] 


———$§}§_ <= $$ 


Estimated Tax Declaration Due 


The 1946 Declaration of Estimated Tax (or an amendment to the 1946 decla- 
ration) must be filed by January 15, 1947. 


Farmers; persons who filed a 1946 declaration, but wish to change their 
original estimates; and persons who met the filing requirements after September 
1 must meet the January 15 deadline. This applies to individuals whose 1946 
wages subject to withholding exceeded $5,000 plus $500 for every exemption 
except their own and persons who had over $100 income outside of wages from 
which tax was withheld (assuming their overall income was at least $500). Also 
required to file are merchants, landlords, lawyers, doctors and others who received 
income from which tax was not withheld. 


There is a penalty for failing to file or pay the tax due on a declaration and 
for underestimating the tax by more than 3314 per cent if you are a farmer or by 
more than twenty per cent if you are not a farmer. Penalties for underestimating 
can be avoided by filing an amended declaration or by filing the final 1946 annual 
return by January 15 and paying the tax due. 
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Harold Knulton 


Three Decades 
of Tax “Know-How” 


By LARSTON D. FARRAR 


NE OF THE FIRST FACTS that be- 

came apparent to men in the tax field 
after the general election on last Novem- 
ber 6, was that there had been a definite 
shift in the balance of power in the most 
important fiscal committee in the Congress— 
the Ways and Means Committee of the 
House of Representatives. 


Angular, squint-eyed, bald Robert L. 
(“Muley Bob”) Doughton, Democrat from 
North Carolina, chairman of the committee 
through fourteen hectic New Deal years, 
was to be replaced by heavy-set, medium- 
sized, equally bald Harold Knutson (pro- 
nounced “k’noot’sun”). 


Most tax men know something about 
Knutson, for he was not a shrinking violet 
during his thirty years in Congress; but 
plenty of people wanted to learn more about 
the new chairman. 


If they turned to standard reference 
works, they were doomed to disappointment. 
Knutson is not a man to put much down 
on paper about himself. His biography in 
Vho’s Who in America runs less than six 
lines and tells little about him. Here it is: 


Biographical Data 


“Knutson, Harold, congressman; ed. com- 
mon and agricultural schools, Minn. Learned 
printer’s trade; formerly editor and publisher 
Royalton Banner, and Foley Independent; 
assoc. editor St. Cloud Daily Journal-Press; 
was ct. chmn. Benton County (1917-47), 
6th Minn. Dist.; was Republican ‘whip’ of 
House; mem. Ways and Means Com.; mem. 
joint Com. on Reduction of Nonessential 
Fed. Expenditures. Ex-pres. Northern Minn. 
Editorial Association, Publisher, Wadena 
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Pioneer Jour. Home: 


Minn.” 


His biography in the Congressional Di- 
rectory tells even less. 


Manhattan Beach, 


It relates, in two lines, that he is publisher 
of a newspaper and was first elected to the 
sixty-fifth Congress, and “re-elected to each 
succeeding Congress.” Above it, in agate 
type, is the information that the sixth Min- 
nesota district, which he represents, com- 
prises fifteen counties which had a total 
population of 334,781 in 1940. 


A better idea of the type of man Knutson 
really is, and of the idealism at the base of 
his service, can be obtained by recounting 
his actions during the Republican House 
Steering Committee meeting held in Wash- 
ington shortly after the triumphant Republi- 
can sweep in November. 


Recognized as the new leader of the so- 
called “tax committee” of the House, Knutson 
was one of the first men to be called upon 
by Joseph W. Martin, Jr., the presiding 
officer, to speak to the Republicans in the 
closed caucus. 


Knutson hardly had begun to talk when 
tears clouded his eyes. 


“T feel keenly the responsibility which the 
people and my colleagues have placed on 
my shoulders,” he said solemnly. “This is 
no time of jubilation to me, but a time 
of grave self-examination. I want to be 
equal to this task, for I know that what 
I do and what we Republicans do will 
decide in a great measure how this country 
will go in the next several years. We have 
a staggering job ahead of us, and I am sure 
that no one—least of all myself—takes that 
responsibility lightly. We must put Uncle 
Sam’s fiscal house in order.” 


e TAX ES—tThe Tax Magazine 


Knt 


| ways. 


the e] 
flectin 
To se 
others 
whole 
a mid 
but a 
votes 


Alt 
Deale 
defici 
so-ca 
Asa 
diate 
seer 
he tk 
Willi 
terna 





seach, 
ul Di- 


lisher 
to the 
» each 
agate 
Min- 
com- 
total 


jutson 
ase of 
inting 
Louse 
Nash- 
publi- 


1€ so- 
1utson 

upon 
siding 
in the 


when 


ch the 
ed on 
‘his is 
time 
to be 
what 
> will 
untry 
» have 
n sure 
s that 
Uncle 


Zazine 


IN THE HOUSE OF REPRESENTATIVES 


Mr. Kwrvrsow introduced the following bill; which was referred 
= mittee on Ways and Means 


A BILL 


To decrease the debt limit of the United 8 


Knutson has been characterized in many 
ways by Capitol reporters in years gone by— 
the epithets and descriptions generally re- 
flecting the views of the various reporters. 
To some, he has been “progressive.” To 
others, he has been “reactionary.” His 
whole official life proves that he has been 
a middle-of-the-roader on domestic affairs, 
but always a minority man in deed and in 
votes on international issues. 


Although known as a bitter anti-New 
Dealer because of his determined views on 
deficit financing, actually he voted for many 
so-called “liberal” measures of legislation. 
As a matter of fact, during the years imme- 
diately following World War I, he was a 
seer in the eyes of many liberals because 
he had followed so closely the trail of 
William Jennings Bryan, particularly in in- 
ternational relations. 


Congressional Career 


Knutson was elected to Congress in 1916 
and took office on March 4, 1917, only a 
few weeks before the famous debate about 
American participation in World War I be- 
gan in earnest. He was one of the little 
bank of men in the House of Representatives 
who were labeled “irreconcilables” by Presi- 
dent Woodrow Wilson because they voted 
against United States entry into that conflict. 


Twenty-five years later, on December 8, 
1941, that minority against war had shrunk 


} to one—Miss Jeanette Rankin (Democrat, 


Montana). Knutson had fought Lend-Lease, 
repeal of the Neutrality Act, and many other 
bills which he felt would involve America 


7 in World War II; but after Pearl Harbor 
i he voted for war and gave dogged support 
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to every revenue-raising measure and to 
every appropriation that would make the 
United States the most formidable military 
power on earth. 


In both World War I and World War II, 
he was noted as a “heckler” to the Demo- 
cratic majorities on the floor of the House 
of. Representatives. The youthful bitterness 
and sarcasm that characterized his activities 
during World War I had become friendly 
verbal jabs and gentle satire by World 
War II. Despite the fact that he was in the 
minority party and harangued the Demo- 
crats regularly in World War II, he could 
be seen in the House restaurant at lunch- 
time talking good-naturedly over the famous 
bean soup to Democratic and Republican 
friends alike. 


He had to wait only a comparatively short 
time after entering Congress to reveal his 
natural qualities. When Republicans gained 
control of the House of Representatives in 
1919, he became majority whip immediately, 
serving in that capacity until 1924. 


Knutson was chairman of the House 
Pensions Committee from 1921 to 1930, and 
of the House Committee on Insular Affairs 
from 1930 to 1933, when he became a member 
of the House Ways and Means Committee. 


He changed his committee membership 
deliberately, having a natural interest in 
taxation and sensing that the Ways and 
Means Committee was destined to become 
increasingly important in the House set-up. 
He had been in the House almost since the 
passage of the original income tax legisla- 
tion, and he was considered an authority 
in the tax field at the time he became a 
member of the Ways and Means Committee. 
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District of Over-Centralization 


Knutson’s whole career in government has 
been marked by his natural distrust of what 
is now generally known as “totalitarianism.” 
He has never been in favor of an exer- 
growing central government, and some of 
his most withering comment has been di- 
rected at unessential bureaus and nonsensical 
bureaucrats. However, he has never been 
an advocate of using the “bush-axe” and the 
“meat-cleaver” methods of killing either 
bureaus or bureaucrats. He tends more to 
the viewpoint of Senator Styles Bridges, 
who believes that government agencies must 
be pruned “scientifically,” and that a scien- 
tist can work fast—and still be a scientist. 


His interest in bureaucracy and his know]l- 
edge of taxation won him minority repre- 
sentation on two of the most important 
recent additions to Capitol Hill—the Joint 
Congressional Committee on Internal Reve- 
nue Taxation and the Joint Committee on 
the Reduction of Nonessential Federal Ex- 
penditures. As a member of both com- 
mittees, he has worked closely with the 
Democrats and on notable occasions has 
won their friendship and respect, if not their 
adherence to his views. 


A bachelor, his hobbies have been varied 
in his long life. He used to do a good 
bit of hunting and still likes to go to his 
home on Whitefish Lake, Northern Crow 
Wing County, in the summers. He is a 
devotee of the great outdoors and an ardent 
member of the Explorers’ Club. 


It is difficult to persuade him to talk about 
himself during business hours from around 
nine a. m. until six p. m.—but if he is once 
started on some of his adventures as a 
young publisher and budding businessman 
in Minnesota, he can spin many a yarn 
revealing both his interest in people arid 
his keen memory. 


Family Background 


Harold Knutson was born in Skien, Nor- 
way, on October 20, 1880, the son of 
Christian and Jeannette Knutson, and one 
of a family of four children. His parents 
moved to Minnesota while he was still a 
small boy. He has a fine knowledge of 
the Norwegian language and has many per- 
sonal friends in Norway today. One of his 
close friends is Hans Bull, the Norwegian 
industrialist who escaped his native country 
only three days before the Nazis took over 
and spent the war years in Washington help- 
ing the Norwegian royal family. 






























































Harold Knutson 


One of Knutson’s brothers is Elmer 
Knutson of Washington, special agricultural 
agent for the Association of American Rail- 
roads. The other brother, George, resides 
in Cheyenne, Wyoming, while his sister, 
who is married, lives in Iowa. 


Publishing Career 


Young Harold was educated in the ele- 
mentary schools of northern Minnesota and 
attended an agricultural high school before 
he decided to forsake formal education for 
a job as a printer’s devil. In 1907, after 
learning every phase of the small-town pub- 
lisher’s art the hard way, he leased the 
Royalton Banner, becoming its editor and 
publisher. A year later, he purchased the 
Foley Independent. He sold both newspapers 
several years later, using the proceeds to 
buy the Wadena Pioneer Journal. He has 
been editor and publisher of that weekly 
newspaper since 1925, but makes his home 
at nearby Manhattan Beach, Minnesota. 


His office is at 1111 New House Office 
Building, Washington 25, D. C., but in 
recent years it has been easier to catch him 
in the office of the Minority Clerk of the 
Ways and Means Committee. After Janu- 
ary 3, instead of working in its somewhat 
limited quarters, he will be the big man in 
the elaborate offices reserved for the chair- 
man of the committee. He’s humble, but 


he ts in. [The End] 
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Important Tax Dates 
in the Net Six Months 


By EDWARD ROESKEN of the New Jersey Bar 


THe SIGNIFICANCE of January 1 in 
its relation to the payment of state taxes 
and the advantages to a corporation of de- 
laying its entry into new states or accelerat- 
ing its withdrawal from states in which it is 
licensed to do business, with a view of re- 
ducing to a minimum the amount of state 
taxes to be paid or the volume of paper 
work entailed in the preparation of state 
returns, was discussed in “January 1—A 
Tax Barrier,” page 1140 of the December, 
1946 issue of TaxEs—The Tax Magazine. 


January 1 was found to be worthy of 
serious consideration by attorneys and others 
concerned with decisions on corporation tax 
matters as such a “deciding date” in forty- 
six states with respect to the attaching of 
liability to ten types of taxes or returns. 
These were income taxes, information and 
withholding at the source returns, tangible 
and intangible property taxes, franchise 
taxes, annual reports, chain store taxes, 
sales taxes and occupation license taxes. 


The present discussion will undertake to 
weigh the importance of other dates during 
the first half of the year from the stand- 
point of the payment of the same types of 
taxes and the filing of the same types of 
returns. As may be anticipated, these dates, 
with some exceptions, are ordinarily the 
first days of their respective months. Be- 
cause of their significance as barriers to the 
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payment of taxes under circumstances to 
be outlined, their bearing on qualification 
and withdrawal is usually given consider- 
able weight by counsel, as their client cor- 
porations formally move in and out of the 
various states during the first half of the 
year. 


Important January, February Dates 


In Tennessee, tangible personal property, 
other than merchandise, is assessed as of 
January 10. Therefore, if no tangible per- 
sonal property is acquired within or brought 
into this state by a foreign corporation 
before that date, it may be expected that 
there will be a postponement of the re- 
porting and payment of property taxes on 
this type of property until the following 
year. 


The second Monday of January is the date 
as of which tangible personal property is 
normally assessed in Idaho. Inasmuch as 
it is provided by Section 61-102, Code 1932, 
that personal property coming into the 
state from without the state after the sec- 
ond Monday of January, is to be assessed, 
“if before the first of April, for its full cash 
value; if between the first of April and the 
first of July, for three-fourths of its full 
cash value; if between the first of July and 
the first of October, for one-half of its full 
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cash value, and if during the remainder of 
the taxing year, for one-fourth of its full 
cash value,” it would appear that personal 
property brought into Idaho before the sec- 
ond Monday of January will be assessed at 
one-fourth of its full cash value, and in addi- 
tion will be assessed at its full cash value 
on the second Monday of January. The 
bringing of the property into the state after 
the second Monday of January, it would 
seem, should dispense with an assessment at 
one-fourth of its full cash value for the 
fractional period of the taxable year imme- 


diately preceding the second Monday of 
January. 


On the other hand, where withdrawal 
from either of these states is under consid- 
eration, and where a corporation long active 
in either state contemplates formal with- 
drawal from it at a time near the pertinent 
assessment date, a divesting by the com- 
pany of its title to tangible personal prop- 
erty within the state prior to that date may 
be expected to relieve the corporation from 
the payment of such tangible personal 
property taxes for the year in which that 
assessment date falls. 


In Vermont, the period covered by the 
annual license tax payment is the year be- 
ginning February 1. Foreign corporations 
qualifying only a day or two before this 
date would be expected, within ten days 
after receiving their certificates of authority 
to do business in that state, to file a: state 
license tax return and make payment of a 
tax for the period of the month preceding 
February 1, and, in addition, to file the 
annually recurring license tax return and 
pay a license tax on or before the succeed- 
ing March 1, to cover the year beginning 
February 1. Delay in qualification until 
February 1 or soon thereafter would limit 
the filings and payments to a single return 
and payment in each case covering the year 
up to the following February 1. Corpora- 
tions withdrawing from Vermont prior to 
February 1, naturally, are not required to 
pay a license tax for the annual period be- 
ginning on that date, to which corporations 
remaining with the state subsequent to 
February 1 become subject. 


A Rhode Island annual report is filed 
with the Secretary of State during Febru- 
ary, by all corporations which qualify up 
to and including the last day of February. 
This report is not customarily proffered by 
corporations which qualify to do business 
subsequent to that date. As to a corpora- 
tion’s withdrawing from the state, however, 
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the practice is to expect the filing of the 
report by all companies which do not with- 
draw before February 1. 


Decisive March Days 


March 1 is a “deciding date” in connec- 
tion with the Maine annual license fee of 
foreign corporations. Those qualifying or 
obtaining authority to do business before 
March 1 of any year pay the $10 fee on 
or before that date, while those qualifying 
as foreign corporations after that date are 
not expected to tender that amount until 
on or before March 1 of the succeeding 
year. By the same token, a corporation 
withdrawing from the state prior to March 
1 is not required to pay the $10 license fee 
for the year in which that March 1 falls. 


Colorado, Indiana and Kansas assess tan- 
gible personal property as of March 1. It is 
to be noted, however, that a statutory pro- 
vision in Kansas requires assessment for the 
year when a corporation settles in any 
county of that state and brings personal 
property into it after March 1 and prior w 
September 1, unless the owner establishes 
fully that the same property has been listed 
for taxation for that year in some other 
county in the state or in some other state 
or territory of the United States. In Colo- 
rado, stocks of merchants and manufacturers 
are assessed at their average value for the 
twelve months prior to March 1. 


The first Monday in March is the date as 
of which tangible personal property is as- 
sessed in California for county and ad 
valorem tax purposes and for city purposes 
in many cities. It is also the date as of 
which tangible personal property is assessed 
in Montana, with the exception that there 
motor vehicles are assessed as of January |. 


March 20 is the assessment date in South 
Dakota in cities of the first, second and 
third classes for state, county and municipal 
purposes. 


Generally, it may be anticipated, in the 
states mentioned above, with the exceptions 
noted, that a delay in acquiring title to such 
property within these states or in bringing 
like property into the state until a time 
subsequent to the respective assessment 
dates, may have the effect of postponing 
for a year the necessity of consideration of 
tangible personal property taxes. With re- 
gard to withdrawal by a corporation from 
a state, it would appear that if title to 
tangible personal property within the state 
is transferred to others prior to the assess- 
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ment date, or if the property should be re- 
moved from the state before that date, 
liability for tangible personal property 
taxes on the part of the corporation should 
not attach in that year. 


In South Carolina, a foreign corporation 
which qualifies or does business in the state 
on or before March 31 is regarded as re- 
quired to file the annual license tax report 
and pay the tax due April 1. A differnt 
“deciding date” exists with respect to cor- 
porations withdrawing from the state, since 
withdrawal must be effected prior to Febru- 
ary 28 if a company is to be relieved from 
the necessity of filing the annual license 
tax report and paying the tax for the year 
in which that February 28 falls. 


Potentialities of April 1 


Tangible personal property is assessed for 
ad valorem tax purposes as of April 1 in 
a number of jurisdictions. These include 
Illinois, Maine, Michigan (except the City 
of Detroit, where the assessment date is 
March 1), Nebraska, New Hampshire, 
North Dakota and Vermont. A few im- 
portant exceptions may be noted. In 
Maine, personal property employed in trade 
is taxed on the average amount on hand for 
sale during the preceding year; in New 
Hampshire, merchants’ and manufacturers’ 
stock in trade is taxed upon its average 
value for the year ending April 1; in North 
Dakota, stocks of merchandise are valued 
according to the average value for the twelve 
months preceding April 1. In Nebraska, 
the assessors are required to assess per- 
sonal property brought into the state after 
April 1 and prior to July 1, unless it has 
been previously assessed elsewhere in the 
United States. Motor vehicles are assessed 
in the District of Columbia as of April 1, 
other tangible personal property being as- 
sessed as of July 1. In Idaho, personal 
property coming into the state from without 
the state before the first of April is assessed 
for its full cash value, while property com- 
ing into the state between April 1 and July 
1 is assessed for three-fourths of its full 
cash value. Where, as noted above, prop- 
erty is assessed as of April 1, it is not un- 
usual for new businesses entering the states 
to delay the acquiring of title to personal 
property, or to delay the bringing of per- 
sonal property into the state until after 
April 1, with a view of postponing the 
necessity of consideration of the reporting 
of personal property taxes for that year. 
Likewise, where a corporation has been 
within the state for an extended period and 
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is considering removing from the state dur- _- 
ing the early part of the year, the disposi- 
tion, before April 1, of property owned with- 
in the state by a withdrawing corporation 
would, of course, serve to eliminate the 
assessment of the property to that company 
within the state in that year. 


A number of annual reports of various 
types are required shortly after April 1, but 
are not expected to be filed until the follow- 
ing year if a foreign corporation does not 
enter the state until after April 1. These 
are the Iowa Annual Reports, due between 
July 1 and August 1; the Massachusetts 
Excise Tax Return, due April 10; and the 
Montana Annual Statement of foreign cor- 
porations, due within two months from 
April 1. 


Those contemplating the opening of chain 
stores in Alabama in 1947 will find of inter- 
est an amendment contained in Laws of 
1945, Act 430, to the effect that “any per- 
son beginning a new business on or after 
April 1st, 1947 shall be entitled to, and be 
charged for, one-half of the full rate” of 
the chain store tax “for the then current 
year,” instead of the full annual rate. 


In Michigan, where chain store licenses 
are renewable on April 1, payment of one- 
half year’s license fees for the period prior 
to any April 1 would be required in con- 
nection with stores opened for business 
prior to April 1, whereas these fees for the 
half-year period would not be payable where 
stores are opened after April 1. As to the 
ceasing of operations, it is provided by regu- 
lation that if a given store or a given 
counter constitutes one of a chain, the exist- 
ence of such store or counter on April 1 
of any given year makes it mandatory that 
a full year’s license must be obtained for 
the store or counter. It follows that ceasing 
operations prior to any April 1 would make 
payments of fees unnecessary for the license 
year beginning on that day. 


In South Carolina, those doing business 
or in business as chain stores before April 
1 are subject to the chain store tax for 
that year, while stores opened or those be- 
ginning business after April 1 are not re- 
garded as subject to this chain store tax 
until the year following. 


Impact of May 1 


Tangible personal property is assessed as 
of May 1 in Minnesota and Wisconsin. In 
South Dakota, if such property is located 
outside first-, second- or third-class cities, 
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it is also assessed as of May 1. It may be 
expected that a delay in acquiring title to, 
or in bringing such property into these 
jurisdictions until a date subsequent to May 
1, would have the effect of postponing the 
necessity of reporting such personal prop- 
erty for ad valorem tax purposes for a year. 
Similarly, the divestment of title to prop- 
erty within the states mentioned, when 
owned by a corporation removing from 
them, if effected prior to the assessment 
date, would appear to eliminate questions 
relative to the assessment of the property 
for ad valorem purposes during that year. 


The Colorado annual license tax, paid 
by foreign corporations on or before May 1, 
relates to the year beginning with that May 
1. It is paid ordinarily by all such com- 
panies which have obtained authority to 
do business in the state prior to that date, 
but not by those which secure such author- 
ity subsequently. As to foreign corpora- 
tions which are within the state prior to 
May 1, and which are considering with- 
drawing from it, the annual license tax is 
not, in practice, expected of those com- 
panies which have initiated steps to with- 
draw from the state prior to May 1. 


In Maryland, many occupation license 
taxes, particularly those payable to the 
county circuit court clerks, expire on May 
1. Since a renewal of licenses previously in 
force is required on or before May 1, a delay 
in the engaging in a taxable activity until 
after May 1 would make unnecessary the 
securing of a license for a short period prior 
to May 1 and its immediate renewal on that 
date, and, would limit the action to be taken 
to obtaining a single license, renewable a 
year later. These observations apply equal- 
ly to the chain store license tax, also re- 
newable on or before May 1 of each year. 
Where a corporation which has previously 
been subject to these occupation or chain 
store taxes in Maryland, contemplates with- 
drawing from that state, withdrawal and 
discontinuance of business prior to May 1 
should, of course, relieve the company from 
the necessity of the renewal of such licenses 
for the year beginning May 1. 


June 1 as a Factor 


Chain store licenses in North Carolina 
expire, by statute, on May 31 and are re- 
newable on or before June 1. A similar 
situation exists with respect to the Ten- 
nessee chain store license, where a regula- 
tion, which supplements a statutory state- 
ment that “the tax shall be paid each year 
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for the privilege of operating during the 
ensuing twelve months’ period,” indicates 
that the license period is from June 1 to the 
succeeding May 31. 


The Delaware merchant’s license tax and 
manufacturer’s license tax, exacted where 
such occupations are carried on in Dela- 
ware, are renewable on or before June 1 of 
each year. 


In North Carolina, most state business 
occupation license taxes expire on May 31 
and are renewable on or before June 1. 


It will be appreciated that a retarding 
of activities until after June 1 on the part of 
a corporation subject to these licenses, 
which is about to enter one of these states 
at a time near that date, would necessitate 
securing the respective licenses only for the 
period subsequent to June 1 and make un- 
necessary the securing of corresponding 
licenses for the short period to June 1, 
followed by an immediate renewal on or be- 
fore that date. A corporation that has 
been active within one of these states and 
subject to one or more of these licenses, 
which are renewable June 1, and considers 
removing from the state at approximately 
that date, would find a discontinuance of 
all activities there before that date would 
dispense with the necessity of such renewal, 
whereas procrastination in bringing activi- 
ties to a close until a time subsequent to 
June 1 might subject the company to annual 


renewal payments relating to a brief period 
only. 


June 15 as a ‘Deciding Date” 


Assessors, under the Rhode Island law, 
are required to assess property in their re- 
spective towns as of twelve o’clock noon on 
June 15 in each year, unless that day falls 
on a Sunday, in which event the assessment 
is to be made as of June 16 at twelve o’clock 
noon. Where a foreign corporation acquires 
title to property within the state before 
June 15 or brings tangible personal prop- 
erty which it owns into the state prior to 
that date, such property becomes subject 
to assessment in that year. A deferring of 
activity of this kind until after this as- 
sessment date would tend to bring about a 
postponement of the assessment of such 
personal property until the next assessment 
date. On the other hand, counsel has ‘found, 
as to a corporation’s giving consideration to 
a discontinuance of activities within Rhode 
Island at a time near June 15, that a dis- 
position of the property to others within the 
state or a removal of it to a point else- 
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where prior to that time has served to 
eliminate questions regarding its ad valorem 
taxation during the year in which that June 
15 falls. 


Other Reports and Taxes 


As to net income tax returns of companies 
with fiscal years ending on January 31, Feb- 
ruary 28, March 31, April 30, May 31 and 
June 30, the respective day on which the 
fiscal year ends is, to a certain extent, a 
“deciding date.” Thus, if a corporation with 
a fiscal year closing of this type enters a 
state a short time before the close of its 
fiscal year, it will be expected to prepare 
and file an income tax return covering the brief 
period of activity within a taxing state pre- 
ceding the end of the fiscal year, and to file 
it shortly thereafter. However, where it 
is feasible to postpone all activity within 
the taxing state until after the beginning 
of the fiscal year, the preparation of the 
first return and its filing need not occur 
until at least a year later. The first return 
will then cover almost an entire year. 


Fifteen of the thirty-one states imposing 
net income taxes on foreign corporations 
require the filing of income tax returns, 
covering income not previously reported, 
before withdrawal can be effected from the 
state. Thus, if a corporation which oper- 
ates on a fiscal year ending on one of the 
dates between January 31 and June 30, pre- 
viously mentioned, remains within one of 
these fifteen states, from which it plans to 
withdraw, and remains until after the close 
of its fiscal year, carrying on business ac- 
tivities after the new fiscal year begins, it 
will be required, as a condition of with- 
drawal, to file a net income tax return 
covering the period from the beginning of 
its fiscal year to the date of ceasing to do 
business and withdrawing. It will also be 
required to file a net income tax return for 
the preceding fiscal year, except in Cali- 
fornia and Utah, where net income is the 
basis of franchise taxes and these are pay- 
able in advance. But if business is discon- 
tinued in, and formal withdrawal effected 
from, one of these fifteen states prior to the 
end of the fiscal year mentioned, the com- 


pany will not be in the position to be re- 
quired to prepare and file a net income tax 
return, as a condition of withdrawal, for 
the brief period from the beginning of the 
new fiscal year to the date of ceasing to do 
business and withdrawing from the state in 
a new fiscal year. These fifteen states are 
California, Connecticut, Georgia, Kansas, 
Kentucky, Louisiana, Maryland, Massa- 
chusetts, New Mexico, New York, North 
Carolina, North Dakota, Pennsylvania, Utah 
and Virginia. 


No “deciding dates” fall between Janu- 
ary 1 and June 30 with respect to filing 
state returns of information at the source 
or filing returns of taxes withheld at the 
source. These returns are required to show 
data regarding the preceding calendar year 
in each instance. December 31 may be re- 
garded as the “deciding date” with respect 
to all such returns, regardless of when a 
corporation’s fiscal year may end. 


As to “deciding dates” with respect to 
eight states which segregate some or all 
types of intangible property, such as money 
on hand and on deposit, accounts receiv- 
able, stocks, bonds, etc., for taxation at 
comparatively low rates, namely, Florida, 
Georgia, Iowa, Kansas, Oklahoma, South 
Dakota, Virginia and West Virginia, no 
such “deciding dates” occur in the course 
of the first six months of the year, since 
January 1 is the “deciding date” in connec- 
tion with these eight states and December 
31 with respect to North Carolina, another 
state which classifies intangibles at low 
rates. 


With reference to sales tax returns, a 
number of states imposing sales taxes re- 
quire corporations which are withdrawing 
to obtain tax clearances, including data evi- 
dencing, among other things, that the state’s 
sales taxes have been paid to date. Coun- 
sel has found it advisable, where possible, 
to complete withdrawal before the close of 
the monthly or bimonthly period which the 
sales tax returns ordinarily cover. This 
eliminates the necessity of preparing and 
filing, as a condition of withdrawal, sales 
tax returns covering only a few days in the 
new period, during which it is possible no 
taxable sales may be effected. [The End] 
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PHILADELPHIA INCOME TAX 


In a recent ruling, the due date for the filing of Philadelphia income tax 
information returns was changed from April 1 to February 28. A return similar 
to federal Form W-2 must be filed for each employee. 
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w Jersey's New Tax Law 


‘The Furst Year 


MORRIS LIEBMAN . 


certified public accountant of Camden, 


New Jersey. The material in this article was published originally as a 
pamphlet by the South Jersey Manufacturers’ Association 


Ban Corporation Business Tax Act of 
New Jersey, which was enacted and 
took effect as of January 1, 1946 and was 
amended on May 6, 1946, is of great impor- 
tance to the accountant, the lawyer and the 
business man. It is indeed the first attempt 
to place New Jersey corporation taxes upon 
a scientific basis, to eliminate the old cha- 


otic methods of the so-called “tax lightning” 
and its accompaniment known as “coloniza- 


tion.” These terms are no doubt unpleas- 
antly familiar to numerous business firms. 
This act attempts to tax a corporation on its 
net worth, that is, on what the corporation 
owns, rather than on the accident of having 
a certain type of corporate structure, or of 
having its surplus recorded in one way 
rather than in another way. 


This new act, officially known as the Cor- 
poration Business Tax Act of 1945, imposes 
a tax upon corporations for the privilege of 
having a corporate franchise, doing business, 
maintaining an office, employing or owning 
capital and property in New Jersey. In 
short, under this act every corporation char- 
tered in New Jersey, or évery foreign corpo- 
ration with authority to do business in New 
Jersey, is subject to the tax with the excep- 
tion of those definitely excluded by the act 
itself. 

The excluded corporations mentioned above 
are companies such as the autobus, life in- 
surance, banking, railway and other types of 
utilities and non-profit businesses. They are 
subject to tax liability under other statutes. 


Included, however, are those corporations 
which were formerly exempt from corporate 


taxation—those having fifty per cent of their 
capital stock invested in mining, manufac- 
turing or agricultural business within the 
state. 


The act specially states that the mere fact 
that a foreign corporation may keep money 
in New Jersey banks or securities in a safe- 
keeping account, or pledges securities as 
collateral, shall not in itself be construed as 
doing business in New Jersey within the 
provisions of the act. 


Net Worth 


It has been pointed out previously that 
the entire tax hinges upon the concept of 
“net worth.” 


At the end of the fiscal or calendar year 
the net worth as shown by the corporation 
books and records is the total value of 


1. The issued and outstanding capital stock; 

2. The paid in or capital surplus; 

3. The earned surplus and undivided profits ; 

4. The surplus reserves (but not including 
reserves for depreciation, depletion, or obso- 
lescence); and 

5. Such indebtedness owing to stockhold- 
ers, individual or corporate, who own more 
than ten per cent of the taxpayer corpora- 
tion stock. 


The latter is a method of preventing the 
corporation from “borrowing” funds from a 
stockholder, rather than show them as part 
of the corporation capital. 
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If the Commissioner of Taxation thinks 
that the value disclosed by the books of the 
corporation is not fair, he may request ad- 
ditional information to determine the true 
value. 


Claims: for Adjustment to Fair Value 


If the taxpayer claims that the book values 
which are used as a basis for net worth are 
not the fair values of such assets, he must 
file an affidavit setting forth in detail the 
reasons why the book values should be ad- 
justed to the fair values. The latter may be 
used as a substitute for the book value in 
preparing the return. 


Tax Rate 


The tax rate is determined by the follow- 
ing table: On the first one hundred million 
dollars of net worth the tax is $.0008, that is, 
eight cents per hundred dollars of net worth; 
on the second one hundred million dollars 
the tax is $.0004; on the third one hundred 
million dollars the tax is $.0003. Over that 
sum the tax is $.0002, but never less than 
the minimum of $25 for domestic corpora- 
tions and $50 for foreign corporations. 

A domestic corporation doing all of its 
business in New Jersey and having no office 
outside the state, would determine its tax 
simply by multiplying the net worth at the 
end of its fiscal year by the proper tax rates. 
By “doing business,” the act means main- 
taining a regular office or place of business. 

For corporations doing business both within 
and outside New Jersey the amount of tax 
is ascertained by multiplying the net worth 
by an “allocation factor,” which means the 
proportionate part of a taxpayer’s net worth 
used to determine a measure of its taxes. 

Two formulae are used to determine the 
allocation factor, and the one showing the 
larger percentage is multiplied by the net 
worth. The answer is multiplied by the 
proper tax rate as found above. 


Allocation—First Alternative 


One formula is constructed by setting up 
three fractions. The first fraction will be 
the average value of the corporation’s real 
and tangible personal property located in 
New Jersey, divided by the average value of 
real and tangible property everywhere. 

The second fraction will be the corporate 
receipts coming from New Jersey, divided 
by all of its receipts arising from New Jer- 
sey or anywhere else. 


New Jersey’s New Tax Law 


Corporate receipts are explained as _ re- 
ceipts trom sales of personal property lo- 
cated in New Jersey at the time of the receipt 
of the order, irrespective of where the order 
was received or accepted. Also included are 
receipts from sales received or accepted in 
New Jersey if the property is not in New 
Jersey and not at a place of permanence 
outside the state. Receipts also include 
rents arising from New Jersey property, 
royalties from patents used in New Jersey 
and compensation for services rendered. 


The numerator of the third fraction is the 
total amount of wages, salaries and compen- 
sation paid officers or employees who per- 
form either all or the greater part of their 
work in New Jersey; wages paid employees 
who do some work in New Jersey and are 
directed or controlled from a base in New 
Jersey or who, if the base of control or 
operation is outside New Jersey, reside in 
New Jersey; or if unemployment contribu- 
tions are not required and paid with respect 
to such services to another state. The de- 
nominator is all compensation paid any- 
where, including New Jersey. 


Each fraction is reduced to its percentage. 
The percentages are added and divided by 
three and the answer is the allocation fac- 
tor. The net worth multiplied by the allo- 
cation factor is the taxable net worth to 
which the determining rates are applied. 


Morris Liebman 








It should be mentioned that if a business 
lacks the elements to compose an entire 
fraction, the added percentages are divided 
by the number of remaining fractions. 


Allocation—Second Alternative 


The second allocation formula which may 
be used is simply the average value of all 
tangible and intangible property in New 
Jersey, divided by all tangible and intangible 


property owned by the corporation every- 
where else. 


The problem of intangible personal prop- 
erty owned by a domestic corporation but 
located outside New Jersey, is clearly de- 
cided by the act. Usually intangibles owned 
by a corporation are deemed as a matter of 
law to be domiciled in the state of incorpo- 
ration despite the fact that physically they 
may be lodged in another state; so, under 
Section 5 (b) of the act, “there shall be in- 
cluded as within this State all intangible 
personal property of domestic corporations.” 


Another problem frequently met concerns 
a foreign corporation which lodges stock and 
other securities in the State of New Jersey 
and uses these shares of stock as an integral 
part of its local business. This stock is then 
deemed to have acquired a business situs 
within the state. Should the domiciliary 
state have a franchise tax similar to the one 
in New Jersey, and should the securities 
acquire a business situs within the State of 
New Jersey, double taxation would occur. 
The act states that “there shall be included 
as within this State... all intangible per- 
sonal property of other Corporations as 
would have a business situs within this State 
for the purpose of property tax.” Will dou- 
ble taxation then be upheld, or is it likely 
that it will be considered unconstitutional 
as a violation of due process of law? At 
present the cases are not very clear. The 
question was raised in the case of Newark 
Fire Insurance Company v. State Board of 
Tax Appeals and City of Newark (307 U. S. 
313, 1939), in which New Jersey taxed in- 
tangible assets which it was alleged had 
acquired a business situs in the State of New 
York. The United States Supreme Court 
held that New Jersey had the right to im- 
pose this tax, but the Court was divided in 
its reason for its opinion. One opinion 
stated that the taxpayer had failed to show 
that an actual business situs had been estab- 
lished. On the other hand, the other opinion 
stated that the state of incorporation could 
tax in spite of the fact that a business situs 
had. been established. Should the latter 
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opinion prevail, we would see double taxa- 
tion taking place on an extensive scale among 
American corporations. 


Another problem is presented when a 
corporation owns mortgage bonds. It has 
been held on numerous occasions that such 
bonds may be taxed only in the state where 
the land is situated. However, there are 
decisions which hold otherwise. (See Bald- 
win v. Missouri, 281 U. S. 586.) Will New 
Jersey follow the general trend of the law 
in this respect? And what will be the Su- 


preme Court’s final word on this and other 
specialties ? 


Equitable Adjustment 


The Corporation Business Tax Act per- 
mits the director of the division of taxation 
to require a taxpayer to submit copies or 
extracts of its federal tax returns or any 
other information the corporation may have 
given to any state or federal agency. 


The Commissioner is also given rather 
broad powers to “adjust” the factors enter- 
ing into the formation of the first formula 
by excluding or including other factors if 
he feels that the figures do not properly 
reflect the true activities of the business; 
and in Section 10 if a corporation maintains 
a place of business outside of New Jersey, 
or anyone makes an arrangement with some- 
one else to evade the tax, the Commissioner 
may adjust in his discretion items of receipt, 
tangible property and payrolls that may be 
within or without the state. 


In the act we read about fiscal and privi- 
lege years. The former means a twelve- 
month period ending on the last day of any 
month with the exception of December, 
while the latter refers to a calendar year. 


Due Date of Returns and Remittances 


Returns must be filed by corporations op- 
erating on a calendar year on or before 
April 15, and by those on a fiscal year by the 
15th of January, or three months and fifteen 
days after the close of the fiscal year, which- 
ever is later. However, for the privilege year 
1947 and for fiscal years ending July 31, 1946 
or later, the return may be filed after April 
15, 1947, and before May 1, 1947. The dates 
are fixed by statute. A corporation quali- 
fying after January 1 does not have to pay 
a tax for that year. All remittances are to 
be made to the State of New Jersey and 
forwarded with the return to the New Jer- 
sey Corporation Tax Bureau, State House, 
Trenton 7, New Jersey. 
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The full amount of tax is payable at one 
time, but a reasonable amount of time may 
be granted, never later than December 1, 
to pay the tax. 


On the first day of January following the 
year when the tax liability becomes due, the 
liability, with interest, penalties and costs, 
automatically becomes a lien on all the prop- 
erty and franchises of the taxpayer corpora- 
tion. However, for the privilege year 1947 
the lien becomes effective April 15 of that 
year. If the tax is still unpaid at the end 
of three months, an injunction may be issued 
to restrain the corporation from transacting 
any business. After another period of time 
the charter of the certificate of authority to 
do business may be revoked, and cannot be 
returned until the tax is paid. 


The administration, collection and enforce- 
ment of the tax imposed by this act is sub- 
ject to the state tax uniform procedure law. 


Subsidiaries 


Because many corporations have subsidi- 
aries, the act specifically defines a subsidiary 
as any corporation in which the taxpayer 
owns at least eighty per cent of the voting 
power of all classes of stock and at least 
eighty per cent of the total number of shares 
on all other stock outside of non-voting stock 
which is limited and preferred as to dividends. 
This is different from the subsidiary corpo- 
ration as defined by the federal Internal 
Revenue Act, where a subsidiary is con- 
sidered as being owned by its parent cor- 


poration in the proportion of ninety-five 
per cent. 


Any taxpayer holding capital stock of a 
subsidiary during any part of the year may 
deduct from its net worth such proportion, 
not exceeding fifty per cent, of the average 
value of such holdings, less any net liabili- 
ties to subsidiaries, as the ratio of the 
subsidiary’s taxable net worth is to its entire 
net worth. 


Since the subsidiary is liable to be taxed 
under other laws of the state, the deductible 
portion of the taxpayer corporation’s hold- 
ings as determined is the ratio of the sub- 
sidiary’s business within the state to its 
business everywhere during its next pre- 
ceding taxable year, but shall not exceed 
seventy-five per cent of the average value of 
such holdings. By thus permitting deduc- 
tions for subsidiaries, double taxation is 
avoided since the subsidiary may be taxable 
under some other state imposing liability 
upon gross receipts. 


New Jersey’s New Tax Law 


On the first page of the return, it is re- 
quired that the corporation give complete 
information regarding the state and date of 
its incorporation, the date it was authorized 
to do business in New Jersey, the name and 
address of its registered agent, the date it 
actually began its business in the state, the 
business classification serial number (which 
is obtainable from the federal income tax 
return) and a brief statement as to the na- 
ture of the corporate business. 


Intrastate Business 


A domestic corporation which does not 
maintain a regular place of business outside 
New Jersey should complete only Schedule A. 
The adjusted net worth is multiplied by 100 
per cent, the allocation factor. The result- 
ing answer is the taxable net worth. 


In preparing the return the taxpayer 
should first fill out Schedule A, on page 2, 
which is a balance sheet divided in four 
columns. The first column contains infor- 
mation obtainable, from the books of the 
company at the close of the fiscal or cal- 
endar year, which information likewise ap- 
pears on the corporation’s federal income 
tax return. The second column is for the 
use of the State Corporation Tax Bureau 
and therefore is not to be filled out. 


In filling out the first column, buildings, 
machinery, tangible property and accounts 
receivable are to be recorded in their net 


figure, i. e., after allowances for reserve 
have been deducted. 


Note that in completing the balance sheet, 
Schedule A, it is necessary to include Sched- 
ule B. The latter shows the number of out- 
standing shares of capital stock, and whether 
the taxpayer corporation is indebted directly 
or indirectly to any one of its stockholders 
who owns ten per cent or more of the out- 
standing shares of stock. The amount of 
such indebtedness must be included in the 
balance sheet and also shown in Schedule B. 


Schedule D analyzes the surplus account 
and Schedule E is used for the purpose of 
disclosing the value of the tangible property 
situated within the state. The latter schedule 
shows the book value and assessed valuation 
of the corporate lands, buildings, inventory, 
machinery, equipment and other tangible 
property. 

A company owning stocks, bonds and 
other securities must fill out Schedule F, 
which requests information as to the num- 
ber and type of shares, the name of the 
company, etc. Corporations that own stock 
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in subsidiary companies are required to com- 
plete Schedules G and H, which are self- 
explanatory. 


Schedule I contains general information 
about the operation of the corporation, i. e., 
where the corporate books are located; the 
places of business of the company; whether 
any officers are connected with other com- 
panies in an official capacity; what changes, 
if any, took place in the corporate structure; 
and other such information to assist the 
Commissioner in determining whether the 
taxpayer has properly prepared its return. 
The Commissioner has the right to request 
further information in order to determine 
whether or not the returns are accurate. 


Interstate Business 


A domestic corporation maintaining a 
regular place of business outside New Jersey, 
or a foreign corporation doing business with- 
in the state, must complete the balance sheet 

_and complete Schedule A, which includes 
Schedule B, show the average values of its 
assets in New Jersey as compared with the 
average value of its assets located every- 
where, and also fill in Schedule C. The 
latter schedule sets up three fractions. In 
preparing the third and fourth columns, the 
assets are to be shown by their average 
values. To determine these figures the 
value at the beginning of the year is added 
to the value at the end of the year and 
divided by two. However, if the assets fluc- 
tuate in value, more frequent computations 
are permitted. 

The first fraction shows the average value 
of the taxpayer’s tangible personal property, 
the second, the corporate receipts; and the 
third, wages, salaries and other personal 
service compensation. The sum of the frac- 
tions is reduced to a percentage, which is 
divided by the number of fractions, and this 
becomes the alternative allocation factor. 


The other schedules namely D, E, F, 


G, H and I if applicable, are then to be 
completed. 


Computation of Tax 


To compute its taxes the taxpayer should 

first transfer the figure for the adjusted net 
worth from Schedule A, line 36. to the item 
marked “Taxable Net Worth” on the first 
page. 
The taxable net worth is always multiplied 
by eight cents per $100 upon its first 
$100,000,000 net worth and a progressively 
smaller sum as the net worth increases. 
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Under no circumstances, however, may 
the tax be less than $25 for a domestic cor- 
poration, nor less than $50 for a foreign 
corporation. 


Illustrations 


Let us assume a corporation located en- 
tirely in New Jersey has a net worth of 
$300,000 made up of $100,000 capital stock 
$60,000 paid-in surplus and $140,000 earned 
surplus. 

The tax on this corporation would be eight 
cents per $100 of valuation, which, multiplied 
by $300,000 equals $240. However, a corpora- 
tion whose capital stock is $50,000, whose 
paid-in surplus is $30,000 and which has a 
deficit of $10,000 would pay $56, that is, 
eight cents per $100 of valuation multiplied 
by $70,000, its net worth. 


A foreign corporation with sixty per cent 
of its business in New Jersey, after all 
computations are made, shows a net worth 
of $70,000 consisting of $50,000 capital stock 
and $20,000 surplus. 


Its tax would be sixty per cent of $70,000 
multiplied by eight cents per $100, or $33.60. 


Therefore, it would be taxed $50, the 
minimum. 


Let us take the case of a domestic cor- 
poration that has a deficit greater than its 
capital stock, or $10,000 capital stock and 
$20,000 deficit. 


Its tax would still be the minimum of $235. 
Even a corporation in liquidation has to pay 
the minimum tax. 

In general it has been computed that a 
domestic corporation with an allocated net 
worth of $31,250 or less would pay the 
minimum of $25 tax, whereas a foreign cor- 
poration with an allocated net worth of 
$62,500 or less would pay the minimum of 
$50. Let us assume a domestic corporation 
has personal property in New Jersey worth 
$50,000 and tangible personal property lo- 
cated everywhere worth $1,500,000. Sales 
of merchandise located in New Jersey with 
the covering orders received at its Phila- 
delphia office amount to $10,000 while sales 
of merchandise located in New Jersey with 
orders received in New Jersey amount to 
$5,000. Sales of merchandise where orders 
were received in New Jersey but the goods 
were shipped from Nebraska total $7,000; 
sales of merchandise where the orders were 
received at the corporation’s office in Phila- 
delphia, accepted in New Jersey and shipped 
from Nebraska equal $2,000. Total sales 
of the corporation for the year are $1,000,000; 
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By ALVIN R. COWAN 
Attorney of New York City 


,. FAR 
ASPECTS 


. of the Sale 
or Exchange 
of Contracts 


HE SALE OR EXCHANGE of a con- 

tract gives rise to some very interesting 
tax questions. Is a contract a capital asset 
so that gain or loss from its sale or exchange 
would be taxable under Section 117 of the 
Internal Revenue Code? May the purchaser 
of the contract depreciate its cost over its 
term? If the purchaser thereafter sells or 
exchanges the contract, is gain or loss to 
him recognized under Section 117? Does a 
contract have value so as to be considered 
in determining gain or loss to the stock- 
holders on liquidation of a corporation under 
Section 115 (c) of the Code? 


Let us assume the following facts: 


A has entered into a contract with B for 
the manufacture of a commodity by A to be 
sold and delivered to B, and has made no 
payment to B for the contract. Pursuant to 
the contract, payment for the commodity has 
been made on a unit basis, and payments 
are to continue over a fixed and definite 
term. The contract has been in existence 
more than six months. As long as A pro- 
duces the commodity in the normal course 
of business, disposes of it to B, and receives 
payment therefor pursuant to the terms of 
the contract, the payment falls within the 
category of ordinary business income tax- 
able at normal and surtax rates. A’s income 
is such that disposition of the contract with 
gain taxable at capital gain rates, would be 
beneficial to him. 


In order that we may determine whether 
a capital gain transaction may be effected, 
we must first ascertain whether the contract 
is a capital asset. Section 117a of the Code 
excludes from the scope of capital assets 
Property “used in the trade or business, of 
a character which is subject to the allow- 


Tax Aspects 


ance for depreciation provided in Section 
23 (1).” To be excluded thus, the contract 
must (1) be property, (2) be used in the 
trade or business and (3) be of a character 
which is subject to the allowance for de- 
preciation. 


Contract rights are property (Flynn, Har- 
rison & Conroy, Inc., 21 BTA 285 [CCH 
Dec. 6473]; G. C. M. 10845, XI-2 CB 88; 
Hickok Oil Corporation v. Commissioner, 120 
F, (2d) 133 (CCA-6 1941) [41-2 ustc J 9509]; 
Burnet v. Logan, 283 U. S. 404 [2 ustc 
{ 736].) 


Is the contract used in the trade or busi- 
ness of A? Clearly, it is not stock in trade 
or inventory because A is not in the business 
of buying or selling contracts. Neverthe- 
less, it is actually used in A’s trade or busi- 
ness, being the backbone of the source of 
A’s income. In Flynn, Harrison & Conroy, 
Inc., supra, the taxpayer exchanged its stock 
for an insurance agency contract, and the 
Board stated that that contract was used in 
the taxpayer’s trade or business. There also 
the taxpayer was not in the business of buy- 
ing or selling contracts. Its agency contract 
was the source of its income. Therefore, 
when the Regulations (29.117-1) state, “Prop- 
erty held for the production of income but 
not used in a trade or business of the tax- 
payer is not excluded from the term ‘capital 
assets’,” that property must be unconnected 
with the usual trade or business of the tax- 
payer. 
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Allowance for Depreciation’ 


Since the contract under discussion herein 
is used in the trade or business of A, we 
must ascertain next whether it is of a char- 
acter which is subject to the allowance for 
depreciation provided in Section 23 (1). In 
order that the contract may be so subject to 
depreciation, its cost or March 1, 1913 value 
must be established. Accordingly, if there 
be no cost basis or March 1, 1913 value, the 
contract cannot be subject to depreciation. 
(A. C. F. Gasoline Company, 6 BTA 1337 
[CCH Dec. 2460]; Atlantic Carton Corpora- 
tion, 2 BTA 380 [CCH Dec. 665] ; Kaufmann 
& Baer Company v. Heiner, 34 F. (2d) 698 
(DC Pa., 1929) [5 ustc | 1474]; Symington- 
Anderson Company v. Commissioner, 33 F. 
(2d) 372 (CA of DC, 1929) [5 uste J 1586], 
cert. den. 280 U. S. 590.) 


Thus, since in the hands of A the contract 
has no cost basis, it is not subject to de- 
preciation; and since this requirement for 
exclusion is absent, the contract is a capital 
asset. Gain or loss from its sale or ex- 
change will be capital gain or loss. 


The status of the contract in the hands of 
the purchaser of the contract from A is dif- 
ferent. The purchaser pays a specific price 
for property consisting of a contract en- 
forceable in nature with a definite deter- 
minable life, and that contract will be used 
in the purchaser’s trade or business. Since 
he has paid a specified sum, he has a basis 
for depreciation. 

In Pennsylvania Salt Manufacturing Com- 
pany, 18 BTA 1148 [CCH Dec. 5827], the 
petitioner had purchased from Metal & Ter- 
mite Corporation its plant, equipment, and 
business. The contract provided that Metal 

-& Termite was not to compete with the 
petitioner for a period of five years, and in 
addition that Metal & Termite Corporation 
would purchase from the petitioner for a 
period of five years all the liquid chlorine 
that Metal & Termite would need. The 
purchase price was broken up so that the 
sum of $175,000 was paid in consideration of 
Metal & Termite’s agreement to purchase 
the liquid chlorine. The Board stated: 


“We are satisfied from the evidence that 
what the petitioner really acquired for the 
$175,000 payment was the contract to sell 
the Metal & Termite Corporation its require- 
ments of liquid chlorine for a period of five 
years. This contract is a capital asset hav- 
ing a determinable life’and its cost may be 
exhausted over its term. It follows that 
petitioner should be permitted to deduct over 
the five-year life of the contract its estab- 
lished cost of $175,000.” 
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Section 117 j 


Since the contract herein is subject to de- 
preciation or exhaustion, it is excluded from 
the category of a capital asset, and its dis- 
position by the purchaser would result in 
ordinary gain or loss if it were not for Sec- 
tion 117j, added to the Code by the 1942 Act. 
This subsection indicates that whereas prop- 
erty used in the taxpayer’s trade or business 
and subject to the depreciation allowance 
provided in Section 23(1) is not a capital 
asset, nevertheless, if that property has been 
held for more than six months, is not of a 
kind properly included in the inventory of a 
taxpayer if on hand at the close of a taxable 
year, and is not held by the taxpayer pri- 
marily for sale to customers in the ordinary 
course of his trade or business, gain or loss 
recognized on the disposition of such prop- 
erty shall be considered capital gain or loss 
if the recognized gains upon sales or ex- 
changes, etc., of property within the purview 
of Section 117j exceed the recognized losses 
from such sales or exchanges, etc., within 
the scope of Section 117j. Thus, although 
the contract in the hands of the purchaser 
is not a capital asset, gain from its disposi- 
tion may be treated for tax purposes in the 
same manner as gain from the sale or ex- 
change of a capital asset, but loss may be 
recognized as an ordinary loss if the aggre- 


gate of gains does not exceed the aggregate 
of losses. 


Purchase of Unfilled Orders 


Not all purchase of contracts create a cost 
basis subject to depreciation or exhaustion. 
If the subject matter of the sale consists of 
ordinary unfilled orders of customers, it 
will not be subject to depreciation or ex- 
haustion. Thus, if instead of seeking to dis- 
pose of his contract with B, A were to sell 
a going business, part of which would be 
general orders received in the regular course 
of his business, the purchaser would not be 
permitted to value separately the general 
orders for depreciation or exhaustion pur- 
poses because the value of the orders would 
be included in good will. In U.S. Industrial 
Alcohol Company, 42 BTA 1323 [CCH Dec. 
11,398], affirmed and reversed in part 137 F. 
(2d) 511 (CCA-2, 1943) [43-2 uste J 9544], 
the petitioner had purchased a mixed group 
of tangible and intangible property, a part of 
which represented contracts for the delivery 
of alcohol. He claimed that the cost of such 
contracts became exhausted by virtue of 
their expiration as wasting assets. The par- 
ties disagreed as to whether the sales con- 
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tracts were enforceable obligations or merely 
orders for the delivery of merchandise. 
Most of the contracts were for compara- 
tively small amounts. 


The court stated: 


“Whether or not such contracts were 
legally enforceable seems to us unimportant. 
As a practical matter they were regarded 
under the apparent universal custom of the 
industry not as contracts for unqualified 
quantities and at unexchangeable prices, but 
as the recognized method of booking orders 
for future deliveries. Petitioner’s officers 
were necessarily aware of these practices 
and of the essential characteristics of the 
relationship between contract buyer and 
seller, so that it is inconceivable that they 
could have viewed Kentucky’s contracts in 
a different light from their own or either as 
anything more than orders for current de- 
liveries booked in the only way that the in- 
dustry employed for that purpose. This is 
confirmed by the reference in the purchase 
contract to ‘unfilled orders’ which so far as 
the record shows had no independent ex- 
istence apart from the sales contracts, which, 
in turn, were not specifically mentioned.” 


The court construed the contracts as 
merely unfilled customers’ orders, and held 
that they were “merely the current evidence 
of a continuing operation, the value of which 
is included in ‘good will’ and without which 
it would have been evident that no ‘good 
will’ existed.” 


The court further stated: 


“Since the contracts were merely the em- 
bodiment of such good will insofar as cur- 
rent business was concerned, and, since 
good will is not depreciable property,’ we 
conclude that the assets which petitioner 
seeks to depreciate, being a part of a larger 
whole, not subject to depreciation, was not 
susceptible of such treatment.” 


The rationale of the U. S. Industrial Alcohol 
Company case is that the contracts were the 


‘On the question of depreciation of good will 
as an intangible, see however, Williams v. Mc- 
Gowan, 152 F. (2d) 570, 572 (CCA-2, 1945) [46-1 


— 19120], where L. Hand, Circuit Judge, 
aid: 


. . . So far as appears, no allowance was 
made for ‘good will’; but, even if there had 
been, we held in Haberle Crystal Springs Brew- 
ing Company v. Clarke, Collector, 39 Fed. (2d) 
219 [1929 CCH D-9067], that ‘good will’ was a 
depreciable intangible. It is true that the Su- 
preme Court reversed that judgment—280 U. S. 
384 [2 ustc | 466]—but it based its decision only 
upon the fact that there could be no allowance 
for the depreciation of ‘good will’ in a brewery, 


a —— condemned by the Eighteenth Amend- 
ment.’’ 
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ordinary order contracts of a going busi- 
ness, constituted “good will,” and accord- 
ingly were not subject to depreciation. The 
Board distinguished the Pennsylvania Sali 
case from the U. S. Industrial Alcohol Com- 
pany case, Judge Opper stating: 


“Petitioner advances Pennsylvania Salt 
Manufacturing Co... .as the authority most 
nearly applicable. But we think that case 
presents an entirely different situation. 
There petitioner had purchased the assets 
and business of a company which at the 
same time made an agreement with peti- 
tioner to purchase its requirements from 
petitioner for a stated period. It is clear that 
such a contract could under no circum- 
stances have been considered a part of the 
good will, since the vendor had never been a 
customer of itself and its contract was new 
business which petitioner was acquiring for 
the first time and not as an adjunct of the 
vendor’s good will. That such a contract 
could have value and that, being in no wise 
connected with the acquisition of the vendor’s 
business as a going concern, it could be 
separately valued, need not be questioned. 
This, in our view, is the most that can be 
ascribed to the holding in that case.” 


But in spite of this last statement. later, in 
Central Construction Company, Inc., February 
23. 1942 [CCH Dec. 12,426-F]. Tudge Opper 
followed the Pennsylvania Salt Manufacturing 
Company case in the following situation: 


Depreciation of Contract Value 


The petitioner had purchased certain me- 
chanical equipment. As a part of the in- 
ducement for the purchase the parties agreed 
that the vendors would pay over to the 
petitioner the gross amount of the govern- 
ment’s payments under contracts which the 
vendors had with the United States in the 
rental by the government of such equipment. 
The petitioner sought to depreciate not only 
the value of the equipment but that of the 
contract. The court held, following the 
Pennsylvania Salt case, that the agreement of 
the vendors to pass along rental payments 
to the petitioner constituted a capital asset 
subject to exhaustion. In so holding, Judge 
Opper stated for the court: 


“Tt was testified that the equipment alone 
was worth in excess of $26,000, while the 
consideration for the transaction as a whole 
was $33,649. This difference is said to be 
the cost of the rental payments. But in 
either event it was a capital asset subject to 
exhaustion over a life which petitioner as- 
serts coincided with the existence of the 
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corporation, a concept not challenged by re- 
spondent. Under the circumstances we re- 
gard the difference of $7,649 as an item 
properly deductible by the corporation for 
expiration of its contracts with vendors.” 


In Automatic Heating & Cooling Company 
v. Commissioner, October 20, 1942 [CCH 
Dec. 12,864-B], the Board stated: 


“On the other hand a contract under 
which a business is carried on for a definite, 
fixed and determinable period of time is 
property and ‘a deduction for the exhaustion 
of such property’ may be allowed. (Flynn, 
Harrison & Conroy, Inc. [supra] .. . Acqui- 
esced in by respondent, C. B. X-1 p. 22.)” 


The indication thus is that the cost of a 
contract not falling in the category of a mere 
order and having a fixed and definite term, 
may be depreciated over the life thereof. 


In Atlantic Carton Corporation, 2 BTA 380 
{CCH Dec. 665], the Board held that certain 
contracts and options were subject to deduc- 
tion for exhaustion if the value thereof had 
been established. But because the peti- 
tioner failed to show the value, the Board 
did not allow the deductions. The contracts 
involved were ones whereby the vendor 
thereof had contracted for the furnishing of 
cartons by the vendor. The contracts were 
sold to the petitioner for stock of the peti- 
tioner, but the petitioner failed to establish 
the value of the stock. 


In Coca-Cola Bottling Company, 6 BTA 
1333 [CCH Dec. 2457], the petitioner had 
purchased the Coca-Cola bottling business 
including an exclusive right or contract to 
bottle and sell Coca-Cola. The court held 
that no allowance could be made for the ex- 
haustion of the cost of the contract because 
it was unlimited in duration and could be 
cancelled by either party upon the happen- 
ing of certain contingencies, which contin- 
gencies were so indefinite and uncertain as 
to form no basis for a determination of the 
useful life of the contract. 


In Kaufmann & Baer Company v. Heiner, 
supra, the plaintiff corporation had included 
as a part of statutory invested capital an 
alleged paid-in surplus of two million dol- 
lars, claimed to be the actual cash value of a 
certain contract of lease. No stock had ever 
been issued by the corporation; there were 
no entries upon its books showing any 
valuation of the lease in question; there was 
nothing to indicate that anything of value 
had been paid into thé corporation in con- 
nection with the lease. The court held that 
because there was no proof of any actual 
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cash value, it represented no actual cash in- 
vestment of any kind and was not carried on 
the books of the corporation as an invest- 
ment, and that therefore no depreciation was 
allowable under the Revenue Acts of 1918 
and 1924. 


In Symington-Anderson Company v. Com 
missioner, supra it was held that the contract 
possessed no actual cost value, represented 
no capital investment, and constituted merely 
a paper agreement, and that the contract had 
no basis to permit the corporation to avail 
itself of an allowance for exhaustion under 
the Revenue Act of 1918. 


General Requirement 
for Depreciation 


The general requirement for depreciation 
is set forth in Bulletin F (revised January, 
1942) as follows: 


“A contract, under certain circumstances, 
may be the subject of a depreciation allow- 
ance; that is, the cost or other basis of the 
contract under certain conditions may be 
amortized ratably over the life thereof and 
such a proportionate part of its cost or other 
basis deducted for each taxable year during 
the life of the contract. For example, the 
purchase price of a contract, under the terms 
of which the purchaser is entitled for a defi- 
nite period to acquire annually a specified 
quantity of coal at prices less than market 
on the date of the contract, may be amor- 
tized over the period covered by the con- 
tract and an aliquot part of the purchase 
price deducted for each taxable year of such 
period. No allowance can be made for con- 
tracts having an indefinite or perpetual life, 
such as agency contracts for an indefinite 
period, or contracts for the perpetual exclu- 
sive privilege of bottling a beverage.” 


Thus, in the situation assumed herein the 
purchase price paid to A would be subject 
to a depreciation allowance because the con- 
tract (1) has a definite term, (2) has a cost 
basis, and (3) constitutes an enforceable ob- 
ligation and not merely a customer’s order 
in the ordinary course of business. 


Valuation of Contracts 
on Liquidation 


If A is a corporation, may its stockholders 
accomplish the desired purpose by liquidat- 
ing it? Since the corporation and the con- 
tract have been in existence more than six 
months, the corporation may distribute its 
assets in complete liquidation under Section 


© TAXES—The Tax Magazine 















































115c, an 
taxable 
the stot 
rates.” 


In de 
holders 
to be a 
value O 
poratic 
tions f 
be taxé 
ing Co 
¢9215. 


























tn a 
3051] 
1920, 
stock 
listed 
tradec 
quent 
porate 
assets 
dissol 
whicl 
beddi 
servi 
Railr 
capit: 
its b 
conti 
cont! 
time 

TI 

Loui 

and 


gg) | 
resp 
and 
man 
will 
abil 
con 
Pro 
[CC 


( or 















































































her 
the 
ert: 
the 






this 
ura 
ine 
val 
has 
she 
















sh in- 
ied on 
nvest- 
ml Was 


F 1918 


Com 
ntract 
ented 
nerely 
*t had 

avail 
under 


ation 
uary, 


inces, 
llow- 
f the 
y be 
f and 
other 
uring 
, the 
erms 
defi- 
tified 
arket 
mor- 
con- 
-hase 
such 
con- 
life, 
Anite 
<clu- 


1 the 
ject 
con- 
cost 
> ob- 


rder 


ders 
dat- 
con- 
IX 
> its 
tion 


zine 


115c, and gain to its stockholders would be 
taxable as in full payment in exchange for 
the stock and thus at long-term capital gain 
rates.” 


In determining gain or loss to the stock- 
holders the value of the contract would have 
to be ascertained and included in fixing the 
value of the distribution. Of course, the cor- 
poration must not have entered into negotia- 
tions for sale of the contract, or gain might 
be taxable to it pursuant to the Court Hold- 
ing Company case, 324 U. S. 331 [45-1 ustc 


¢ 9215). 


In Engleman, 8 BTA 1289 [CCH Dec. 
3051] (Acq.), a corporation was dissolved in 
1920, at which time the taxpayer was a 
stockholder thereof. The stock was never 
listed on any stock exchange and was never 
traded, with the exception of a few infre- 
quent transfers between the original incor- 
porators and stockholders. Among the 
assets of the corporation at the time of the 
dissolution, was a contract pursuant to 
which the corporation was to supply board, 
bedding, and other equipment and certain 
services to the St. Louis and San Francisco 
Railroad Company. That contract was 
capitalized by the corporation and carried on 
its books at a value of $5,000. There were 
contracts with two other railroads, but these 
contracts were not being operated at the 
time of the dissolution. 


The Board considered the value of the St. 
Louis & San Francisco Railroad contract 
and stated: 


“Tt may well be, as contended by the 
respondent, that under the particular facts 
and circumstances, apart from F. J. Engle- 
man the corporation did not have any good 
will; that personal qualifications, experience, 
ability and skill of an individual do not 
constitute good will as an item of property. 
Providence Mill Supply Co., 2 B. T. A. 791 
[CCH Dec. 841]; Northwestern Steel & Iron 
Corp.,6 B. T. A. 119 [CCH Dec. 2118]. But 
here we are not so much concerned with 
the question of good will as an item of prop- 
erty. The question here is the value of 
the stock. All the evidence should be con- 


2In theory it should not be necessary to hold 
this contract for more than six months. Nat- 
urally the value of the stock of the corporation 
increases with acquisition by the corporation of 
valuable property. Therefore, if the stock itself 
has been held for more than six months, that 
should be sufficient to meet the requirement for 
a capital gain tax on its appreciation by virtue 
of the corporation’s entry into the contract. If 
possible, however, the cautious stockholder will 
prefer to defer liquidation until the contract has 
been in existence for more than six months, 
particularly if a close corporation is involved. 
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sidered. In the absence of sales the value 
of the assets may be resorted to. It makes 
no difference by what name an asset is called. 
Clearly the corporation had an asset in the 
form of the contract. It was capitalized at 
$5,000. It clearly had a value in excess of 
that amount.” 


The Board further stated: 


“The contract when the corporation was 
dissolved was of value. The question is, 
then, what was its value in March 1920 
when the corporation was dissolved and its 
assets distributed.” 


In Pearsall v. U. S., 52 F. (2d) 1050 (Ct. 
Cls.), the plaintiff had entered into a con- 
tract with a Burden Iron Company whereby 
he agreed to form a Burden Sales Company, 
which would have an exclusive sales agency 
from the iron company. The sales corpo- 
ration was formed in 1913, and plaintiff 
transferred his contract with the iron com- 
pany to the sales corporation in return for 
all stock of the sales corporation, The origi- 
nal sales agency contract was thereafter re- 
newed. Operations under the renewed 
agreement continued until 1918, when the 
parties decided to terminate the relationship. 
The sales corporation was liquidated, and 
the plaintiff received the iron company con- 
tract in exchange for its stock in the sales 
company. The contract with the iron com- 
pany was then cancelled, and the plaintiff 
received cash and notes in consideration of 
the cancellation. 


In determining the plaintiff’s gain on the 
exchange of his stock for the iron company 
contract at the time of the liquidation of 
the sales corporation, the court held the 
gain to be the difference between the value 
of the contract at the time the sales corpo- 
ration stock was issued to him and the 
cancellation price in 1918. This was so be- 
cause the sales agency contract was the sole 
asset of the sales corporation at its incep- 
tion and the sole asset transferred to the 
plaintiff at liquidation in exchange for his 
stock. 


Thus, the court clearly held that a con- 
tract exchanged for stock in liquidation of 
a corporation has a value to be considered 
in determining gain or loss on the exchange. 


Expected Royalties as Basis 
for Value . 


In Simms, 28 BTA 988 [CCH Dec. 8187] 
(Acq. as to this issue), one of the issues 
involved was the valuation of stock of the 
American Sulphur Royalty Company. The 
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only asset of that company was a contract 
of the petitioner stockholder with Swenson 
& Sons, and the value of the contract de- 
pended upon recoverable sulphur on which 
royalties would be paid under the contract. 
The Board valued the present worth of the 
expected royalties and based thereon the 
determination of the value of the stock. 


In Boudreau, 45 BTA 390 [CCH Dec. 
12,123], aff'd 134 F. (2d) 360 (CCA-5, 
1943) [43-1 ustc 9327], the Board held 
that contemplated oil royalties had a market 
for the purpose of computing gain from 
the distribution of property. In affirming 
the determination of the Board, the Circuit 
Court of Appeals stated: 


“(1) Under the express provisions of the 
applicable statutes, when there is complete 
liquidation of a corporation, stockholders are 
accountable for the difference between the 
cost basis of their stock and the fair market 
value of the property received in exchange 
for it. Secs. 111, 112(a), 115(c), Revenue 
Act of 1934, 26 U. S. C. A. Int. Rev. Act 
of 1934 and Treasury Regulations 86 for 
1934. The ‘fair market value’ of property 
is a question of fact, ‘and only in rare and 
extraordinary cases will property be consid- 


ered to have no fair market value,’ T. R. 
86, 1934, Art. 111-1.” 


In Fleming, 4 TC 168 [CCH Dec. 14,163] 
(Acq.), the taxpayer was a stockholder in a 
Louisiana corporation which was dissolved 
in 1940. All property of the corporation was 
transferred to a partnership made up of the 
former stockholders of the corporation. The 
petitioner had failed to report any gain from 
the liquidation of the corporation. The 
Commissioner valued an oil and gas royalty 
interest and determined that there was a 
capital gain to the taxpayers. The taxpayer 
urged before the Tax Court that no gain 
in respect of the oil and gas should be 
included in the valuation of the corporate 
assets, on the theory that such value rep- 
resents not realized gain but unrealized ap- 
preciation, and that the respondent’s 
determination of fair market value was 
based on estimates, assumptions and specu- 
lations. As to this the court stated: 


“As noted above, the law of the case re- 
quires no discussion, for under Section 
115(c) . . . the exchange by the petitioners 
of their Plantation stock for the assets of 
that corporation, in complete liquidation, 
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was a gain-realizing transaction, and under 
Section 111 . . . the gain realized was the 
excess of the fair market value of the Planta- 
tion assets (notes and oil-bearing property) 
over the basis of Plantation stock in the 
hands of the petitioners, all of which gain 
is recognizable as taxable gain under Section 
IZ). . There is therefore no merit 
in the argument that as a matter of law 
the inclusion in taxable income of the excess 
of the fair market value of the Plantation 
assets over the basis of the Plantation stock 
is a taxing of the petitioners on unrealized 
appreciation. The question here is one of 
fact, and, since the parties are agreed on 
the basis of the Plantation stock, the only 
item open to dispute is the fair market value 
of the Plantation assets when received by 
the petitioners in exchange for their Planta- 
tion stock, and in that connection the only 
apparent question is whether, in arriving at 
the fair market value of those assets, con- 
sideration should be given to oil and gas in 
place.” 


The court followed the Boudreau case. 


Summary 


Gain or loss on the sale or exchange of a 
contract not included in the taxpayer’s stock 
in trade or in his inventory, not held by 
him primarily for sale to customers in the 
ordinary course of his trade or business and 
not used in his trade or business, being of 
a character subject to the allowance for de- 
preciation, is recognized as gain or loss from 
a sale or exchange of a capital asset. By 
paying a consideration for the transfer, the 
vendee establishes a cost therefor which may 
be depreciated or exhausted over the life 
of the contract; therefore, as to the vendee, 
the contract is not a capital asset. Never- 
theless, its subsequent sale or exchange by 
him will result in capital gain or loss under 
Section 117}. 


If a corporation in existence for more than 
six months is one of the parties to the con- 
tract, and the contract has been operative 
for more than six months, stockholders of 
the corporation may benefit by liquidating 
the corporation, receiving their respective 
distributive interests in the contract, and 
thereafter carrying out its terms as individ- 
uals or selling their respective interests. 


[The End] 




























































































tive 
ordi 
earn 
1939 
(1), 
cent 
yeal 
est | 
The 
ord 
cre 
722 
(e) 
of | 
tio! 
unc 








































r 








wa 
ag 
rez 






























under 
as the 
‘lanta- 
perty) 
in the 
1 gain 
ection 
merit 
f law 
Xcess 
tation 
Stock 
alized 
ne of 
ed on 
: Only 
value 
ed by 
lanta- 
- only 
ing at 
 con- 
yas in 


se. 


> ofa 
stock 
d by 
n the 
s and 
ig of 
r de- 
from 

By 
, the 
may 
» life 
ndee, 
ever- 
e by 
nder 


than 
con- 
ative 
“s of 
iting 
ctive 
and 
ivid- 


nd] 


The Interdependence of Section 722 and 713 in 


---- AVERAGING 


Constructive Base Period Income 


BERT L. KLOOSTER 


. attorney, associated with 


the law offices of Chapman and Cutler of Chicago, Illinois 


HE DECISION promulgated by the 

Tax Court of the United States on 
October 31, 1946, in the case of Stimson 
Hill Company v. Commissioner, 7 TC —, No. 
125 [CCH Dec. 15, 446], is of grave con- 
cern. Unless it is promptly overruled, it 
will operate as a precedent for the denial 
of relief under Section 722, I. R. C., in other 
cases which do not reach the Tax Court. 
In this article is submitted reasoning which, 
it is believed, could well have brought the 
Tax Court to a conclusion contrary to the 
one it reached in the Stimson Mill Company 
case. 

The issue here was whether, in comput- 
ing the excess profits credit under Section 
722 for the year 1942, base period construc- 
tive earnings should be averaged (a) in the 
ordinary manner (by dividing the total 
earnings for the years 1936, 1937, 1938 and 
1939 by four) or (b) under Section 713 (a) 
(1), that is, by substituting seventy-five per 
cent of the average for the three highest 
years in the place of the earnings for the low- 
est year in computing the four-year average. 
The Section 722 average computed as an 
ordinary average produced an excess profits 
credit of $77,105.22, whereas the Section 
722 average computed under Section 713 
(e) (1) produced an excess profits credit 
of $82,803.89. Without the benefit of Sec- 
tion 722, the credit was $78,662.68, computed 
under Section 713 (e) (1). 


The Tax Court held that Section 713 (e) 
was not applicable in determining the aver- 
age under Section 722, for the following 
reasons: 


1. Section 713 (e) (1) refers to excess 
profits net income and not constructive in- 
come. 


2. The definition of average base period 
income in Section 713 (d) is by its terms 
only “for purposes of this section,” that is, 
Section 713. 


Averaging Constructive Base Period Income 


3. Section 713 (e) (1) refers to the aver- 
age “determined under this section.” 


4. The average determined under Sec- 
tion 713 (e) is not “a fair and just amount” 
under Section 722. 


5. Section 722, as construed by the court, 
means that an ordinary average under Sec- 
tion 722 shall be used in lieu of the average 
under Section 713 (e). 


6. The taxpayer may not have relief un- 
der Section 713 (e) and also under Section 
722. 


As a result, the taxpayer was held to be 
entitled to “relief” by using an excess profits 
credit of $77,105.22. Since the credit com- 
puted under Section 713 (e) without the 
benefit of Section 722 amounted to $78,662.68, 
that credit was used instead of $77,105.22. 
Although the taxpayer had met all the re- 
quirements for obtaining relief, nevertheless 
relief was thus denied under the method 
used for computing the average. In the 
opinion of the writer the construction of the 
statute herein submitted would have required 
use of the computation under Section 713 
(e) (1) in determining the Section 722 average, 
and relief should have been granted by allow- 
ing an excess profits tax credit of $82,803.89. 


Interdependence of 722 and 713 


Section 722 is not self-sufficient. It is 
incomplete without reference to Section 713. 
It does not provide a different method of 
computing an excess profits credit from that 
provided by Section 713. On the contrary, 
Section 722 grants relief by substituting 
constructive income for actual income in the 
base period years but provides for no other 
method of computation than that provided 
in Section 713. 


The Commissioner has recognized the 
interdependence of Sections 713 and 722. 
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In the regulations promulgated by the Com- 
missioner, Section 35.722-2 (c) provides that 
“the excess profits credit based on income 
shall be an amount equal to: 


“(1) 95 percent of the constructive aver: 
age base period net income determined un: 
der section 722; 


“(2) plus 8 percent of the net capital ad- 
dition defined in section 713 (g) computed 
with regard to the provisions of section 722 
(c); or 


“(3) minus 6 percent of the net capital re- 


duction defined in section 713 (g) computed 


with regard to the provisions of section 
722 (c).” 


Where did the Commissioner get ninety- 
five per cent as the portion of the construc- 
tive average to be used? That percentage 
does not appear in Section 722. It was ob- 
viously taken from Section 713 (a) or the 
statute. The language of Section 713 (a), 
however, refers only to an excess profits 
credit “computed under this _ section.” 
Therefore, standing by itself, Section 713 
(a) could have reference only to Section 
713. What, then, is the justification for ap- 
plying it to computations under Section 
722? 


The answer is found in Sections 722 (b) 
and (c). The pertinent language of Section 
722 (b) is discussed below. Section 722 (c) 
of the statute, mentioned in the above- 
quoted regulation, speaks of the treatment 
of capital additions and capital reductions 
“for the purposes of section 713 (g).” The 
inference is clear that Section 722 has refer- 
ence to the excess profits credit computed 
under Section 713, and that the provisions 
of subsections (a) and (g), as well as of all 
the other subsections of Section 713, must 
be followed in computing the credit under 
Section 722. The Commissioner is right, 
therefore, in holding that the language of 
subsection (a), limiting its application only 
to Section 713, does not prevent its applica- 
tion to Section 722. Since it was enacted 
after Section 713 became law, Section 722 is 
in effect an amendment to Section 713 and 
necessarily must be construed with Section 
713. Consequently, language limiting the 
application of Section 713 to itself does not 
exclude Section 722. 


Base Period 


This observation is confirmed by the use 
of the words “base period” in Section 722. 
What is the base period? It is not defined 
in Section 722. Without a definition of 
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“base period,” Section 722 would be wholly 


inoperative. Again the Commissioner, jy 
his regulations as determined by the Bulletin 
on Section 722, properly relies upon Sec. 
tion 713 for the definition of “base period.” 
Section 713 (b) begins: 


“Base period—(1) Definition—As used in 
this section the term ‘base period’—” 


Again the language “as used in this sec- 
tion” is restricted to Section 713. Obvious- 
ly, however, Section 722 is not excluded 
because there could be no computation under 
Section 722 without the definition of “base 
period” in Section 713 (b). Therefore, all 
expressions in Section 713 limiting provi- 
sions of its various subsections to Section 
713 do not prevent the application of those 
subsections to Section 722. 


It is noted that subsection (b) (2) of Sec- 
tion 713 refers to subsections (d) and (f) 
of that section. If the definition of “base 
period” in subsection (b) (1) of Section 
713 be accepted as applicable to Section 722, 
it must follow that the remainder of subsec- 
tion (b) with its references to subsections 
(d) and (f) should also be accepted as ap- 
plicable to Section 722. 


Average Base Period Net Income 


The full phrase “average base period net 
income” is defined in subsection (d) of Sec- 
tion 713 as “the amount determined under 
subsection (e).” Again the definition is re- 
stricted to “the purposes of this section.” 
But since Section 722 takes its meaning in 
other particulars from Section 713, regard- 
less of similar restrictions in other subsec- 
tions, there is no reason for excluding 
Section 722 from the scope of the definitia1 
of “average base period net income” appear- 
ing in subsection (d) of Section 713. Sub- 
section (d) incorporates within its terms the 
method of determining “average base period 
income” by reference to subsection (e) of 
Section 713. Again the restrictions men- 
tioned in subsection (e) do not exclude 
Section 722 for the reasons already set forth. 


The first sentence of Section 722 (a) reads 
as follows: 


“In any case in which the taxpayer estab- 
lishes that the tax computed under this sub- 
chapter (without the benefit of this section) 
results in an excessive and discriminatory tax 
and establishes what would be a fair and 
just amount representing normal earnings to 
be used as a constructive average base period 
net income for the purposes of an excess 
profits tax based upon a comparison of nor- 
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mal earnings and earnings during an excess 
profits tax period, the tax shall be deter- 
mined by using such constructive average 
hase period net income in lieu of the average 
base period net income otherwise determined 
under this subchapter.” (Italics supplied.) 


From what has been said above, it is 
clear that every time “average base period 
net income” is used in the quoted sentence, 
that phrase has the meaning given it in sub- 
sections (d) and (e) of Section 713, The 
statute just quoted provides for “using such 
constructive average base period net inconie 
in licw of the average base period net income 
otherwise determined.” It is, of course, “oth- 
erwise determined” in subsection (e) of Sec- 
tion 713, where “excess profits net income” 
is used instead of “constructive” income. But 
there appears to be no need for elaborating 
on the plain meaning of the statute that, 
under Section 722, constructive income is to 
be used in lieu of excess profits net income 
for the years of the “base period” (as defined 
in subsection (b) of Section 713) in deter- 
mining “average base period net income” 
(as defined in subsection (d) and computed 
under subsection (e) of Section 713). 


Section 722 (a) of the statute, above- 
quoted, refers to “a fair and just amount 
representing normal earnings” which a tax- 
payer must establish for constructive 
earnings. The “fair and just amount” is deter- 
mined separately for each of the base period 
years. This is the view the Commissioner 
properly takes in his Bulletin on Section 
722. Without a separate “fair and just 
amount” for each year of the base period, 
there could never be an average for those 
years. The “fair and just amount” for each 
year must, therefore, be averaged as provid- 
ed in Section 713 (e) to determine the con- 
structive average base period net income 
under Section 722 (a). 


The use of Section 713 (e) to compute 
the average under Section 722 is not unjust 
or unfair. It cannot be said that Congress 
was unjust or unfair in enacting Section 
713 (e) for determining the average for tax- 
payers with normal income in the base pe- 
riod. It must be conceded that as applied 
in averaging normal base period income, Sec- 
tion 713 (e) results in a fair and just aver- 
age. Similarly, after abnormalities are 
eliminated under Section 722 and normal 
earnings for each vear are constructively 
determined, the average of such constructive 
normal earnings determined under Section 
713 (e) is equally fair and just. There is no 
injustice or unfairness in giving to all tax- 
payers the same non-discriminatory and 
equal treatment. 


Averaging Constructive Base Period Income 












Under the language above-quoted from 
Section 722 (a), the taxpayer must establish 
that the tax computed without the benefit 
of the relief section “results in an excessive 
and discriminatory tax.” Section 722 (b) 
provides: “The tax computed under this 
sub-chapter (without the benefit of this sec- 
tion) shall be considered to be excessive and 
discriminatory in the case of a taxpayer 
entitled to use the excess profits credit based 
on income pursuant to section 713, it is aver- 
age base period net income is an inadequate 
standard of normal earnings” of one or more 
of the five classes of abnormalities set forth 
in the statute. (Italics supplied.) 


This language is significant in two re- 
spects: 


First, it states that Section 722 applies 
“in the case of a taxpayer entitled to use the 
excess profits credit based on income pursu- 
ant to section 713.” It does not say that 
the taxpayer shall not be entitled to use the 
provisions of Section 713 when receiving the 
benefits of Section 722. He continues to be 
entitled to use those provisions. In view 
of this language, a taxpayer already “en- 
titled to use” Section 713 may also become 
entitled to use Section 722, When he is 
entitled to use both sections, his rights must 
Ne governed by both sections. Thus, where 
the taxpayer is entitled to use both sections, 
Section 722 must operate as an amendment 
of Section 713, The only respect in which 
Section 722 amends Section 713 is to pro- 
vide for a constructive income to be used 
in lieu of the “excess profits net income” 
specified throughout Section 713. Since 
“excess profits net income” is separately 
computed for each base period year, the con- 
structive income must also be computed by 
years. The average for constructive income, 
as well as for excess profits net income, 
must, therefore, be determined under Sec- 
tion 713 (e). 


Proof of Abnormality 


Second, the quoted language from Sec- 
tion 722 (b) states that the tax “shall be 
considered to be excessive and discrimina- 
tory” if one or more abnormalities are estab- 
lished by the taxpayer. Proof of the 
abnormality is all that is required. There- 
upon, the tax computed by using the credit 
determined under Section 713 shall be con- 
sidered to be excessive and discriminatory. 
The statute does not provide any exception 
with respect to Section 713 (e). The proof 
of the existence of an abnormality makes 
the tax excessive and discriminatory when 
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the credit is computed under Section 713, 
including subsection (e) and all of the other 
subsections of Section 713. 


In the face of the statutory command that 
upon establishment of the existence of an 
abnormality a tax computed by use of a 
credit under Section 713 (including subsec- 
tion (e)) shall be considered to be excessive 
and discriminatory, it is idle to speak of 
Section 713 (e) as a relief provision to be 
counterbalanced with the relief provided by 
Section 722, or to speak of Section 713 (e) 
as affording adequate relief in lieu of Sec- 
tion 722. The statute itself provides that 
when the abnormality is established, the 
tax computed pursuant to Section 713 (e) 
is excessive and discriminatory. 


Sections 722 (a) and (b) of the statute 
considered together require that relief shall 
be given to a taxpayer who establishes (1) 
an abnormality and (2) a fair and just 
amount representing normal earnings, and 
that in the case of a taxpayer whose tax 
credit is computed under Section 713 (e), 
“the tax shall be determined” under Section 
722 when the two named requisites are es- 
tablished. In such case an interpretation 
which nullifies the statute is an unjust and 
unfair discrimination against a taxpayer who 
Pays an excessive and discriminatory tax. 


As shown above, the words of the stat- 
ute require use of the averaging method 
prescribed by Section 713 (e) in computing 
the average of constructive earnings under 
Section 722. Even if the words of the stat- 
ute were less clear, the spirit and purpose 
of the statute require the same equal and 
non-discriminatory result. The report of the 
Senate Finance Committee stated, with re- 
spect to Section 722 as added by the Revenue 
Act of 1942, that the relief provision “is re- 
vised and broadened so as to remove ex- 
isting inequities and to alleviate hardship 


in cases where relief cannot now be ob- 
tained.” 


Remedial Statute 


In providing relief from excessive and 
discriminatory taxation, Section 722 is a 
remedial statute and should be liberally con- 
strued. In Stewart v. Kahn, 11 Wall 493, 20 
L. Ed. 176, the United States Supreme Court 
said, with respect to interpreting a statute 
under consideration in that case: 


“The statute is a remedial one and should 
be construed liberally to carry out the wise 


—————_—FW___ 
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and salutary purpose of its enactment. The 
construction contended for would deny al] 
relief. Considering the evils which 
existed, the remedy prescribed, the object 
sought to be accomplished, and the consid- 
erations by which the law makers were 
governed—lights which every court must 
hold up for its guidance when seeking the 
meaning of a statute which requires con- 
struction—we cannot doubt the soundness 
of the conclusion at which we have arrived.” 


“Such a statute must not be interpreted 
or applied in a narrow, grudging manner,” 
said Mr. Justice Murphy of a statute that 
was “remedial and humanitarian in purpose,” 
in Tennessee Coal, Iron & Railroad Company 
v. Muscoda Local No, 123, 321 U. S. 590, 88 
L. Ed. 949, 


Liberal Construction 


There are many judicial pronouncements 
with respect to the construction of remedial 
statutes of many different kinds. Under 
such pronouncements the principle is well 
settled that remedial statutes should be con- 
strued liberally to effectuate their purpose 
and not to deny the relief they were intend- 
ed to provide. Consequently, even though 
the words of Section 722 are not clear, it 
is the duty of courts to construe the statute 
so that the relief it was intended to provide 
will not be denied. 


The injustice and unfairness of an inter- 
pretation by which the averaging method 
of Section 713 (e) is denied in determining 
the average under Section 722, is illustrated 
by the Stimson Mills Company case. There 
the taxpayer, by proof of an abnormality, 
established that under Section 713 (e) the 
tax was excessive and discriminatory, and 
also established the fair and just amount 
representing normal earnings for the single 
base period year in which the abnormality 
was present. The taxpayer was required 
to prove nothing else to obtain relief, but 
was denied relief, nevertheless, because of a 
devious process of reasoning by which the 
statutory requirements of Section 713 (e) 


(1) were held inapplicable under Section 
722. 


For the reasons set forth above, it is sub- 
mitted that a proper interpretation of Sec- 
tion 722 requires that the averaging method 
prescribed by Section 713 (e) should be ap- 
plied in determining a taxpayer’s construc- 
tive average base period net income under 


Section 722. [The End] 
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RESEARCH 


and Development Costs 


By LEON L. RICE, Jr. 


HE TIME is overdue for clarification 

and modernization of the law govern- 
ing the deductibility or capitalization of 
research and development costs. 


The conventional rule is that expenses in- 
curred in the experimentation and develop- 
ment of patents, processes, and inventions, 
are treated as capital expenditures.” There 
are, however, important exceptions to this 
rule, as will be shown below. 


Definition of Capital Expenditures 


The Board of Tax Appeals, in an early 
case, defined capital expenditures as those 
which result in acquiring something of per- 
manent use in the business.” In the case 
of Homer L. Strong; the Board said that a 
capital expenditure is one which results in 
the acquisition, development or improve- 
ment of a capital asset having a useful life 
beyond the year of the expenditure. 


As applied to research and development 
costs, the taxpayer may be faced with the 
problem, in a particular year, of whether any 
useful asset will be acquired or developed, 
or whether an existing asset will be im- 
proved. In the Strong decision, supra, it 
appeared that the taxpayer bought a cen- 
trifugal threshing machine, the principle of 
which was covered by a patent. The original 
inventor of the machine had spent about 
$500,000 in a futile effort to perfect it. After 
buying the machine, the taxpayer expended 
funds during the taxable year for labor, ma- 
terial, drawings, products, models, and work 
of an experimental nature, which were in- 
tended to make the machine commercially 
practicable. The efforts of the taxpayer, 
however, were of no avail, and nothing was 


1461 CCH { 345.015. See Ward v. U. S8., 32 F. 
Supp. 743 (DC Mass., 1940) [40-1 ustc { 9432]; 
Claude Neon Lights, Inc., 35 BTA 424 at 442 
(CCH Dec. 9574]; A. 1937-2 CB 5. 

2 Goodell-Pratt Company, 3 BTA 30 (1925) 
[CCH Dec. 1025]. 


314 BTA 902 (1928) [CCH Dec. 4699]; A. IX-1 
CB 52. 


Research and Development Costs 


The author is tax counsel for 

the Womble, Carlyle, Martin & 

Sandridge law firm of Winston- 
Salem, North Carolina 


developed during the year which resulted 
in improving the machine. The taxpayer 
deducted the development costs. The 
question for decision was whether this was 
proper. After defining the term “capital 
expenditure” as above stated, the Board 
held that since the expenditures added no 
capital improvement to the machine, “the 
losses sustained or expenses incurred” were 
deductible. The decision did not make it 
clear whether the futility of the expenditures 
was apparent during the taxable year in 
question, or at least by the time the income 
tax return for the year had to be filed, or 
whether the result was later determined. A 
rule which depends for its efficacy upon 
hindsight, or even upon foresight, is not an 
easy one to apply. 


It may be argued that, where a taxpayer 
is working on a patent, an invention or an 
improvement to his product or manufactur- 
ing process, and is uncertain during or 
shortly following the taxable year whether 
his efforts will meet with success, he is pro- 
tected, nevertheless, by the rule that he may 
deduct as a loss, in the year the project is 
abandoned, expenditures which have been 
capitalized in previous years.‘ Although this 
rule in some cases may fully protect the 


taxpayer, usually the result is a distortion 
of income. 


Ordinary and Necessary 
Business Expenses 


Where a taxpayer is engaged in research 
or experimentation, in case of doubt about 
the outcome, it would be wise to deduct the 
expenditures as ordinary and necessary busi- 
ness expenses. Otherwise, the benefit of the 
deductions may be lost by reason of the 
Statute of Limitations, if the Commissioner 
later takes the position that the expendi- 
tures were currently deductible and that it 
was improper to capitalize them. 


* Acme Products Company, Inc., 24 BTA 194 
[CCH Dec. 7186]; A. X-2 CB 1. 
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Segregation and Allocation 
of Expenditures 


If a taxpayer is required to capitalize 
research and development costs, this will 
often entail difficult problems of segregation 
and allocation of expenditures—as, for ex- 
ample, where officers and other employees 
are engaged in research and development 
work as well as in work where their com- 
pensation is clearly deductible as an ordi- 
nary and necessary business expense. More- 
over, if the research and development work, 
even though successful, does not produce a 
depreciable or salable item, such as a patent, 
the taxpayer may, in the operation of his 
business, incur costs for which he can never 
obtain any tax deduction or benefit. 


Cause for Hope 


Fortunately, there are rays of light which 
give promise of a new day. Mertens says, 
without citation of supporting authority, 
that the costs of “general and continued re- 
search” are deductible The Tax Court, 
in a 1943 memorandum decision,® indicated 
that in certain circumstances, it may be good 
practice from an income tax standpoint to 
deduct rather than to capitalize research and 
development expenses. In this case, it ap- 
peared that the taxpayer sold its propellor 
division. The question for decision was 
whether the costs of research and develop- 
ment, which had been incurred in prior years 
and deducted as current expenses, should be 
considered as part of the cost of the pro- 
peller division in determining gain on the 
sale. The court pointed out that the prac- 
tice of charging off the costs, acquiesced in 
by the Commissioner, had not been shown 
to be improper as not accurately reflecting 
income. It accordingly refused to allow 
such expenses to be added to the cost in 
figuring the gain. The court said: 

“There are many borderline cases in the 
matter of accounting. It may well be ques- 
tioned if the best accounting practice in a 
business such as the petitioner was conduct- 
ing is not to charge research and develop- 
ment costs to expense and if true income 
is not better reflected thereby.” 


The Bureau of Internal Revenue itself has 
informally indicated that the expenses of 
investigation and research in developing new 
postwar products and manufacturing proc- 





5 Mertens, Law of Federal Income Taxation, 
Section 25.24. 


6 Pittsburg Screw & Bolt Corporation, TC 
memo., Dkt. 108804, September 7, 1943 [CCH 
Dec. 13,476(M)]. 
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esses, are currently deductible if (a) the 
taxpayer has an established research depart- 
ment, or (b) if the taxpayer decides to estab- 
lish a research department as a permanent 
part of its organization. It is difficult to 
see why the existence or establishment of 
a research department as a permanent part 
of a business should be the sine qua non of 
deductibility. 

Perhaps there is some basis for distine- 
tion between (a) the situation of the tax- 
payer who is in the business of developing 
patents, inventions or processes for the pri- 
mary purpose of selling them, and (b) the 
situation of the taxpayer who is engaged in 
research and development as an aid to or 
improvement of the products he sells in the 
usual course of business. Under (a), there 
would seem to be more reason for capital- 
ization than under (b). 


Research departments are more and more 
becoming vital parts of a modern, progres- 
sive business organization. The costs of 
maintaining them should be_ considered 
ordinary and necessary business expenses. 
The statutory concept of what constitutes an 
ordinary and necessary business expense 
should not be static. It should stay in step 
with the times. 


Option for Taxpayer 


A solution worthy of consideration would 
be a rule, similar to that applicable to carry- 
ing charges on real estate,” whereby the 
taxpayer would have the option of capitaliz- 
ing or currently deducting research and de- 
velopment costs. This would probably call 
for a statutory amendment. Certainly, if 
the taxpayer is permitted to deduct such 
costs when paid or accrued, he should not 
be permitted to consider them as part of 
the cost of a finished product, such as a 
patent, upon the sale of the patent’ 


The existing rules are fraught with such 
uncertainties and impracticalities that the 
suggested solution would be of great ad- 
ministrative convenience to the Treasury 
and to the taxpayer, with, it is submitted, 
a consequent loss of little, if anv, govern- 


ment rever® 2. [The End] 


's. B. ction 24(a)(7). 

8 Som d decisions, such as Gilliam Manu- 
facturi apany, 1 BTA 967 (1924) [CCH Dec. 
356], * g that the prior improper deduction 
of t usts of developing patents did not pre- 


ver ,uch costs from being considered a part of 
th osts of the patents, appear to have been 
u  -rmined in principle by such decisions as 

ctsburg Screw & Bolt Corporation, supra, 
ote 6, and Reliable Incubator and Brooder Com- 
pany, 6 TC 919 (1946) [CCH Dec. 15,128]. 
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SAMUEL H. LEVY .. 

and Solis-Cohen, Philadelphia, Pennsylvania; formerly special assistant to the 

Attorney General, Tax Division of the United States Department of Justice 

The material in this article was presented by the author at a meeting of the 
Union League Tax Group of Philadelphia 


‘HORTLY OVER A YEAR AGO, the 
‘J problems of incorporating a partnership 
were largely of but academic interest. With 
the excess profits tax still in full force, most 
partnerships were more than happy to con- 
tinue to conduct business in that form— 
thanking their lucky stars either because 
they had never incorporated or because they 
had switched from the corporate to part- 
nership form before it had become too late. 


That situation changed abruptly. First, 
the lowered corporate tax rates made it 
definitely advantageous, as a general propo- 
sition, to carry on business in corporate 
form rather than as a partnership—instead 
of the reverse. Then the Tower (66 S. Ct. 
532 [46-1 ustc J 9189]) and Lusthaus (66 S. 
Ct. 539 [46-1 ustc $ 9190]) decisions were 
handed down, indicating that many family 
partnerships, previously thought to be valid 
for tax purposes, were now vulnerable to 
attack. In many instances incorporation 
seemed to be the solution. Still another 
factor was the desire of many owners of 
closely owned businesses to put themselves 
in a position for public financing. 


Incorporation of Partnerships 





attorney with the firm of Wolf, Block, Schorr 


Almost overnight, it seemed, the problems 
involved in changing from one form of enter- 
prise to another became very real. 


There is still, however, the initial ques- 
tion of whether a business should be incor- 
porated. It is a mistake to assume that 
incorporation is always, or even generally, 
desirable. In particular, it is vital to appraise 
the company’s prospective dividend policy, 
having in mind the Section 102 penalty sur- 
tax on undistributed earnings. If the bulk 
of the earnings will have to be distributed 
as dividends, the business income is in effect 
subjected to a double tax—the corporation’s 
and the stockholders’—and incorporation 
might be a costly mistake. 


Provision Against Gain 


But assuming the initial question is de- 
cided in favor of incorporating, ordinarily 
the primary problem then is to make certain’ 
that no gain will be recognized on the 
transaction. There may be situations where 
it would be desired to have gain recognized 
since, as a corollary, the corporation would 
then take a stepped-up basis for the assets. 
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To the best of my knowledge, however, such 
an event would be unusual. 


I have heard the problem approached on 
occasion as though it involved the transfer 
of assets for a consideration equal to the 
adjusted cost basis of the assets. It is 
reasoned that if a partnership owns assets 
having an adjusted basis of, say, $1,000, 
and if those assets are transferred for ten 
shares of $100 par value stock of a new 
corporation, the situation is the same as if 
the assets were sold for $1,000 in cash. 
Consequently, there is no gain in fact. 


The error is this. Whether or not there 
is a gain will depend on the market value 
of the stock received—not on its par value. 
In the case I have supposed, if the actual mar- 
ket value of the assets transferred—not their 
depreciated cost—is $2,000, the stock would 
doubtless be treated as worth approximately 
that much. If this value is applied against 
the basis of the partnership’s assets, a $1,000 
gain results. If the assets comprise a prof- 
itable going concern, the so-called good-will 
item, will enhance the value of the stock 
and in the same way make for a gain. In 
other words, if you approach the problem 
in this way, you must be prepared to prove 
that the value of the securities received for 
the assets does not exceed their adjusted 
basis. 


Section 112(b)(5) 


Since 1921, however, the revenue laws 
have contained a section expressly providing 
for the non-recognition of gain or loss on 
the transfer of property by individuals to 
a corporation in return for stock or securi- 
ties. This is now Section 112 (b) (5) of 
the Code. Ordinarily the job is to make 
certain that the incorporation complies with 
the specific requirements of this section. If 
it does, the existence in fact of a gain 
becomes immaterial since the gain, if any, 
will not be recognized. 


But while Section 112 (b) (5) has been 
in the law for twenty-five years, its meaning 
has not been fully threshed out through 
administrative rulings or in the courts. Some 
points have been settled. But there are a 
number of questions to which a definitive 
answer cannot now be found. It is impor- 
tant, as I see it, to steer away from them. 


Section 112 (b) (5) requires: 


(1) The transfer must be solely for “stock 
or securities.” 
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(2) The transferors must be in control 
of the corporation immediately after the 


transfer. “Control” is specifically defined 
in Section 112 (h) to mean the ownership 
of eighty per cent of the combined voting 
power of all classes of stock and eighty per 
cent of the total number of shares of al] 
other classes of stock. 


(3) The stock and securities received by 
each transferor must be substantially in pro- 


portion to his interest in the property prior 
to the exchange. 


Transfer Solely for Stock 
or Securities 


The first requirement—that the transfer 
must be solely for “stock or securities’— 
rules out the issuance of cash or short-term 
ebligations in exchange for the assets. By 
express exception, however, the assumption 
of liabilities is not a disqualification. 


Suppose, for example, a partnership has 
gross assets carried at $200,000 and liabilities 
of $50,000—a net book worth of $150,000. 
It transfers all of its assets, subject to its 
liabilities, for $100,000 par value of stock 
and a $50,000 demand note—or even a five- 
year note. 


This transaction would not qualify under 
112 (b) (5). The question, on examination, 
would be whether the stock, the assumption 
of liabilities, and the note were worth more 
than the basis of the assets transferred. If 
they were, then, under the so-called “boot” 
provisions of Section 112 (c), the gain would 
be taxable up to the amount of the note. 
Whether the gain would be capital or ordi- 
nary, would be a further question. 


On the other hand, the corporation is 
not restricted to the issuance of stocks alone. 
As part of the consideration for the assets 
transferred, it may issue its bonds or de- 
bentures. In order to qualify under the 
statute, these obligations should be long- 
term—at least ten years or more—and in 
form they should possess the customary 
indicia and attributes of corporate securities 


Bonds or Debentures 


At this point, a question which is not 
directly related to Section 112 (b) (5) is 
likely to arise. To what extent can bonds 
or debentures be issued as consideration 
without encountering the risk that the Bureau 
may refuse to recognize them as debts for 
tax purposes? If this position were taken 
and sustained, it would mean that the cor- 
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poration would not be allowed deductions 
for interest payments. It might also mean 
that any principal payments would be treated 
as dividends if made from accumulated or 
current earnings. This question, to my mind, 
is still up in the air. A nominal amount 
of stock, with the balance represented by 
debt, would probably be fatal. Beyond that, 
it is each man’s horse race. 


If more than one class of securities is 
issued, and immediately distributed to the 
individual partners, each partner should re- 
ceive his pro-rata share of each class. Given 
two fifty-fifty partners, for example, each 
should receive one-half of the stock and 
one-half of the bonds. I do not think 
that one partner could safely take sixty per 
cent common stock and forty per cent pre- 
ferred, and the other, forty per cent common 
and sixty per cent preferred. 


A contrary argument can be made on the 
literal language of the statute: the trans- 
ferors—between them—are in control. It 
could doubtless be demonstrated in a given 
case that the value of the securities received 
by each is substantially in proportion to each 
one’s prior interest. 


The basic purpose of Section 112 (b) (5), 
however, is to permit the incorporation of 
businesses with the relative interests of the 
prior Owners continuing unchanged. The 
courts may well require this condition to 
be met under Section 112 (b) (5), just as 
they have required that inter-corporate trans- 
actions come within the basic purposes of 
Section 112 (g) in order to qualify as “reor- 
ganizations.” As things now stand, any 
variation in the type of security received 
is definitely not safe. 


Control of Corporation 


The problem of the second requirement 
of Section 112 (b) (5)—namely, that the 
same “person or persons” transferring the 
assets have “control” of the corporation 
immediately after the transfer—has loomed 
large in my mind where it is desired to 
continue the partnership as an operating 
entity. For example, a partnership may 
desire to transfer some but not all of its 
assets to a corporation and to continue to 
hold the remainder as a partnership. 


Suppose, in these circumstances, the stock 
of the corporation is issued directly to the 
individual partners. Section 112 (b) (5) 
uses the tcrm “person,” and that word, of 
course, is further defined in the Code to 
include a partnership. If a partnership's 
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assets are transferred but the individual part- 
ners receive the stock, is the person making 
the transfer in control? 


Where the partnership is terminated upon 
incorporation, the Bureau has treated the 
transaction as divided into two steps: (a) 
issuance of the stock to the partnership 
which preserves the “control”; followed by 
(b) the distribution of the stock to the indi- 
vidual partners on final dissolution and ac- 
counting. The first step is tax free under 
112 (b) (5). The second step is likewise 
tax free under the familiar rule that gain 
or loss is not recognized on a distribution 
in kind of partnership assets. 


I think it reasonable that the same approach 
be taken even if the partnership is continued 
—treating the stock as distributed to the 
parties as a partial distribution in kind of 
partnership assets. 


The safer course, however, is to issue the 
stock to the partnership as such and let 
the partnership continue to hold it. At some 
later time, and in a wholly separate trans- 
action, the stock can be distributed in kind 


_among the individual parties if it is so wished. 


It is possible, of course, to reverse the 
procedure. The partnership can distribute 
some or all of its assets in kind among the 
parties, and thereafter the individuals, now 
holding the assets, can transfer them to the 
new corporation for stock. It seems to me, 
however, that this procedure may raise a 
basis question which is not likely to arise 
under the other method. 


Basis of Assets 


When a partnership distributes assets to 
the partners in kind, their basis in the hands 
of the partners is not their basis in the 
hands of the partnership. It is the basis 
of the partners’ interests allocated among 
the assets in proportion to their market 
value at the time of the distribution. As 
a consequence, if the partnership includes 
among its assets one that has appreciated in 
value, a change in the basis of the individual 
assets may result. 


Let me illustrate. Suppose a partnership’s 
assets consist of: 


‘ 
1. Real estate, having a depreciated 
cost of 
2. Inventory, costing 
A total cost of 


I shall assume also that the basis of the 
partners’ interests amounts to $1,500. 
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Suppose further that the real estate was 
actually worth $2,000 at the time of distri- 
bution. This would mean that the assets 
had a total worth of $2,500, represented four- 
fifths by the real estate and one-fifth by 
inventory. Upon allocation of the basis of 
the partners’ base of $1,500 among the assets: 

(a) Four-fifths of $1,500, or $1,200, would 
be the base of the real estate; 


(b) One-fifth of $1,500, or $300, would be 
allocated to inventory. 


These bases would carry over to the new 
corporation on the subsequent transfer from 
the individual parties. The result would be a 
$200 write-down of the corporation’s opening 
inventory, thereby increasing profits for the 
year—offset only by the increase in base of 
the real estate and corresponding increase 
in depreciation. The problem would be 
accentuated if part of the partners’ cost 
basis were allocated to good will. 


As I see it, there is no possibility of this 
problem’s arising if the stock of the corpo- 
ration is received and held by the partner- 
ship. Then the corporation receives the 
assets directly in a Section 112 (b) (5) trans- 
action, and under Section 113 (a) (8) of 
the Code each asset will continue to have 
the same basis in the hands of the corpo- 
ration that it had in the hands of the part- 
nership. I also do not think that this would 
be affected upon a subsequent distribution 
of the stock among the partners. 


Securities Equal to Previous Interest 


The third requirement of Section 112 
(b) (5)—that the transferors receive securi- 
ties substantially in proportion to their in- 
terest in the property before the exchange 
—presents a common difficulty where two 
or more sole proprietors decide to pool their 
assets in one corporation. It means that 
the assets of each must be carefully valued 
and that the amount of the securities re- 
ceived by each must be substantially the 
same as those valuations. 


In the case of a partnership’s incorpo- 
rating the difficulties may or may not be 
present. They are not ordinarily a matter 
of concern where each partner’s capital 
account and his share of the profits corres- 
pond. They present a puzzling issue where 
they do not. 


For example, suppose each of two partners 
has a fifty per cent interest in the capital 
of a firm. But one is entitled to sixty-five 
per cent of the profits and the other to 
thirty-five per cent. How much stock of 
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the new corporation must each receive in 
order to retain substantially his same pro- 
portionate interest? 


Probably—although this is not settled — 
each must receive fifty per cent. However, 
such a division means that thereafter they 
will each be entitled to fifty per cent of the 
dividends. That may well not be what the 
parties wish. It also points up the question 
of whether a fifty-fifty division really does 
comply with the statute. 


Strouse, Adler Case 


I know of one decided case on the subject, 
Strouse, Adler Company v. Commissioner, a 
memorandum decision by Judge Kern of the 
Tax Court, in 1944 [CCH Dec. 14,015(M)]. 
The facts of the case and its disposition are 
extremely interesting, but they hardly pro- 
vide an authoritative answer to the question. 


The incorporation of this partnership took 
place in 1927. The taxes involved were 
the corporation’s taxes for the years 1938 
and 1939—eleven years later. The issue was 
whether the basis of the assets acquired was 
their cost to the corporation—i. e., their 
value in 1927—or their original cost to the 
partnership. 


The corporation was claiming the 1927 
value. Therefore, the taxpayer was arguing 
that the incorporation had not qualified under 


112 (b) (5). The Commissioner was arguing 
that it did. 


The opinion does not disclose what posi- 
tion the parties had taken on the point with 
respect to recognition of gain to the indi- 
vidual partners on the incorporation in 1927. 
It may be suspected that at that time their 
positions would have been reversed. In 
any event, the earlier year was now plainly 
barred by the statute of limitations. In this 
type of situation the mitigation provisions 
of Section 3801 are not applicable, and the 
taxpayer and the government can blow hot 
and cold after limitations have run. 


The two partners were Louis Ullman and 
Isaac Ullman. Louis had a sixty-three per 
cent interest in the assets, and a thirty-nine 
per cent interest in the profits. Isaac had 
a thirty-seven per cent interest in the assets 
and a sixty-one per cent interest in the profits. 


The corporation issued common stock, a 
first preferred and a second preferred. Each 
of the partners received a percentage of 
each class equal to his interest in the assets. 
The common stock represented about fifty- 
seven per cent of the capital of the company 
and the preferred stock the balance. 
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But during the negotiations leading up to 
the incorporation, Isaac had insisted that the 
stock he received would assure his receiving 
a share of the profits comparable to his 
share of the partnership profits. Louis 
agreed that he would transfer to him enough 
shares to accomplish generally this result. 
Some days after the incorporation, Louis 
transferred to Isaac a number of common 
shares which would give him a sixty-one 
per cent interest in the common stock. In 
the last analysis, therefore, the common 
stock was divided in accordance with their 
shares in the profits and the preferred stock 
in accordance with their interests in the assets. 


Judge Kern stated that “under the peculiar 
facts” of the case he was unable to conclude 
that the amount of stock received by each 
was not substantially in proportion to his 
interest in the property prior to the exchange 
He added that he could come to this deci- 
sion more readily because the transfer from 
Louis to Isaac occurred nine days after the 
transfer to the corporation and was under- 
taken pursuant to an indefinite understand- 
ing which was not part of the formal plan 
of incorporation. 


As I have indicated, I do not think the 
decision particularly illuminating. It by no 
means provides any sort of precedent from 
which to work. The opinion implies that 
the transaction should not be disqualified 
where parties have tried to accomplish a 
continuation of the same interests in accord 
with the theory of the statute. But these 
implications lose force when considered in 
the light of the fact that the court was dis- 
posing of an effort of the parties in effect 
to impeach their own acts. There is a taint 
of estoppel in the decision which cannot 
be overlooked. 


One way to avoid the problem is to bring 
the partners’ capital accounts in line with 
their profit interests by withdrawals prior 
to the incorporation. I should not think it 
advisable to attempt to meet it head on, as 
the partners did in the Strouse, Adler case. 


Family Partnership 


The problems I have mentioned are likely 
.to lurk in the incorporation of any family 
partnership. 


Assume, for example, a fifty-fifty partner- 
ship between husband and wife. The wife's 
capital was given her by her husband so 
that she could become a partner. She has 
been inactive in the business. Under Lust- 
haus and Tower, the partnership apparently 
is a dead duck. The firm incorporates, the 
husband and wife each receiving one-half of 
the stock. 


Can it be argued as a corollary from the 
Lusthaus and Tower decisions that only the 
husband made the transfer of assets within 
the meaning of Section 112 (b) (5)—and 
that since he did not retain eighty per cent 
of the stock, the “control” requirement of 
112 (b) (5) is not satisfied? Can it be 
argued that for tax purposes the wife did 
not have a fifty per cent interest in the 
property before the incorporation—that, 
therefore, the same proportionate interest 
requirement of Section 112 (b) (5) is not 
satisfied? 


I do not think that either of these argu- 
ments is sound—particularly when it is borne 
in mind that a man can incorporate a sole 
proprietorship, taking all of the stock, and 
still qualify the transaction under 112 (b) (5) 
although the next day he gives half of the 
stock to his wife. 


Be this as it may, I think the ground can 
be cut completely from beneath such argu- 
ments if the stock of the corporation is 
issued directly to the partnership and held 
by it for some indefinite period of time. 
This approach is further fortified by the 
fact that in cases which have dealt with 
Section 112 (b) (5) the courts have not 
been disposed to treat a series of transac- 
tions as one which they have shown in their 
interpretation of the corporate reorganization 
sections of the law. 


I do not know what approach the Bureau 
or the courts will take to these problems. 
I hope that it will be non-technical, resting 
fundamentally on whether what was done 
was consistent with the basic purposes of 
Section 112 (b) (5)—as in Strouse, Adler. 
It is generally unfortunate when tax lia- 
bilities are determined—either for the tax- 
payer or for the government—by legal or 
accounting niceties. However, I am afraid 
tax law has not yet reached this happy, and 
perhaps impractical, state. [The End] 
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A limesaving Tax Table 


PPROXIMATELY fifty million Ameri- 

cans are required to file an income tax 
return by March 15, 1947. This means that 
everyone (including minors) who had $500 
or more of income last year—in fact every 
civilian worker or business man—is required 
to make his report of such income to Uncle 
Sam. Many workers have the erroneous 
impression that because tax has been with- 
held from their wages by the employers this 
relieves them of the necessity of filing a tax 
return. In fact, withholding makes it neces- 
sary that those taxpayers file a return since 
it is only an approximation of the tax and 
the filing of the return determines whether 


the taxpayer is due a refund or owes an ad- 
ditional amount of tax. 


Filing a tax return is something like 
selecting a lunch in a cafeteria. One hesi- 
tates between several choices and after fin- 
ishing the meal sometimes wishes that he 
had taken the item rejected. So it could 
be with the 1946 tax return. 


When people are offered a choice, even 
in methods of preparing income tax returns, 
they must evaluate each alternative before 
making their selection. To do this, very 
likely millions of taxpayers will compute 
their income under the older net income 
method (the government calls this the long- 
form method) and then, with the use of the 
tax table on page 4 of Form 1040, will find 
their tax under this method and finally ac- 
cept the method resulting in the lesser amount 
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of tax. If this procedure is followed, tax- 
payers, their advisers and collectors will find 
themselves computing not just one return 
for twenty-five or thirty million people but 
two returns, only one of which will be used. 
Surely there must be an easier way. There 
is, but first take a look at the three accepted 
methods of filing a federal income tax re- 
turn for 1946. 


The Net Income Method 


Computing income tax liability on the 
long form or by the net-income method 
has been in use since 1913. It provides for 
accurate self-assessment and determination 
of net income and the application of the tax 
rate to this amount. Use page 3 of the 1946 
form. Anyone may use this form. Certain 
people must use it, Anyone whose income 
was $5,000 or more must use it; but it may 
be used by anyone whose income is under 
$5,000 who wishes to itemize his personal 
deductions instead of taking the approximate 
ten per cent allowance provided on the short 
form or the withholding statement. While 
those taxpayers whose income is over $5,000 
must use this form, they do not have to 
itemize their deductions but may take a flat 
allowance of $500. However, for those us- 
ing the net income method the following 
deductions are pertinent. 

Contributions: Charitable contributions 
are deductible by the taxpayer when given 
to incorporated public 
organizations, such 
as churches, community 
chests, veterans’ organiza- 
tions, relief societies, 
and frequently to libraries, 
schools and hospitals. Gifts 
to relatives or other indi- 
viduals are not deductible. 
In most cases the organ- 
izations who receive the 
contributions know their 
tax status and will gladly 
advise whether or not 
contributions to them are 
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Taxes: State income 
taxes, most state gasoline 
and sales taxes (if the tax 
is shown separately on the 
price tag of the item pur- 
chased), state and local 
property taxes (but not 
paving or other improve- 
ment assessments) are de- 
ductible items. 
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Casual Losses: This 
item often poses a ques- 
tion. These are usually 
losses from fires, auto- 
mobile accidents, storms, 
hurricanes, etc., after de- 
ducting recoveries from 
insurance or salvage, etc. 


Medical Expenses: A 
portion of a taxpayer’s 
medical expenses are de- 
ductible—those in excess 
of five per cent of his income (up to $1,250 
if one exemption is claimed or $2,500 if more 
than one exemption is claimed). The most 
common medical expenses are for doctors, 
dentists, hospital bills; medicines, eye glasses, 
braces, X-rays, artificial limbs, hearing aids; 
nurses’ wages, ambulance service, premiums 
for health and accident insurance. 


Miscellaneous: Under this item the fol- 
lowing deductions may be taken. None of 
them is allowed as a deduction on the short 
form because the ten per cent deduction in 
most cases will more than cover these ex- 
penses. 


Accountant’s fees, connected with produc- 
tion of income. 

Alimony and separate maintenance taxed 
to recipient. 

Amortization of premium on 
bonds (optional). 


taxable 


U. S. Treasury Department 
Internal Revenue Service 


EMPLOYEE’S ©) 
1. Write total of wages shown on this and all 
your other 1946 Withholding Statements $. 
Attach all original Withholding Statements (Form W-2). 


2. Write total of all other wages, dividends, 


If line 2 is over $100, or if you bad amy other income (such 
as rent, etc.), use Form 1040 instead of this form. 


3. Add lines 1 and 2. Write total here... $ 
If line 3 is $5,000 or more, use Form 1040 instead of this form. 
4. If you were a married person in 1946: 
a. Write name of your wife (or husband) 


b. Did your wife (or husband) have any income (other than income 


excluded by law) which is mot included in line 3? 
o 
c. If line 3 includes income oi both husband and wife, show hus- 


Tax will be computed to your advantage either on combined or separate incomes. 


5. What is your occupation? 
If this is a combined return, also state wile’s occupation. 


A Timesaving Tax Table 


PTIONAL INCOME TAX 
Read carefully the instructions 


Blind person, special deduction, 

Bond premium paid by bonded employee. 

Contributions by employee to state unem- 
ployment fund. 

Cooperative apartment, taxes or interest. 

Depreciation, non-business, non-rental or 
non-royalty property held for production of 
income. 

Employment agency fees. 

Entertainment of customers, if not reim- 
bursed by employer. 

Income tax returns, cost of preparing (cal- 
endar year). 

Interest not connected with business, rents 
or royalties, but not deductible if on indebt- 
edness incurred or continued to purchase or 
carry tax-exempt securities or single pre- 
mium life insurance or endowment contracts. 

Investor’s expenses (except incurred in 
earning tax-exempt interest). 


en the back of Employee's Copy 


1946 


One will be counted for you. One also will be counted for your 
wife (or husband) wnless she (or he) had income not included in this 
return. Therefore, do not list below yourself or your wife (or husband). 

In addition, one will be counted for each dependent you list below— 
each dependent listed must meet a// three of the following conditions: 

a. He or she received over half of his or her 1946 support from you. 

b. He or she had less than $500 income in 1946. 


c. He or she was a close relative as defined in the instructions. 
NOTE.—If this is a combined return of husband and wife, list dependents of both 
and write letter “W" after names of dependents supported by wile. 


(Relationship) 
~~" Relationship) — 
(Relatioaship) 
(Name) _ (Relationship) 


I declare under the penalties of perjury that the for ing statements are true to the 
best any knowledge and belief, and that ALL MY 1946 INCOME IS REPORTED 


Signature 
(if this is a combined return of husband and wife, it must be signed by both) 














































Labor union dues. 


Small tools purchased by employee for 
which he is not reimbursed. 

Uniforms: nurses’, railway trainmen’s, 
jockeys’, ball-players’ and others where they 
do not replace regular clothing—cost of, and 
cleaning, repairs, etc. 


Union dues and assessments for out-of- 
work benefits. 


Personal Exemptions 


Every individual taxpayer is allowed a 
personal exemption of $500 plus an exemp- 
tion for his wife and an exemption for each 
dependent, This exemption applies on all of 
the tax return forms and against both the 
normal tax and surtax. The husband and 
wife exemption applies, of course, only if 
they are living together; and while they may 
each file a separate return, this exemption 
may not be split between them in unequal 
amounts. A dependent is one who meets 
all four of the following conditions: 


1. He received over half of his support 
from the taxpayer; 


2. He did not have $500 income of his 
own; 

3. He was a resident of the United States, 
or a resident of Canada, or Mexico; 


4. He was closely related to the taxpayer. 


Being closely related means within the 
category of children or grandchildren, par- 
ents or grandparents, sisters or brothers 
(including in this category the relationship 
of step or half or legally adopted relatives), 
uncles and nieces or nephews when related 
by blood (but not if related only by mar- 
riage), and in-laws. 


The ‘‘Let Uncle Sam Do It’’ Method 


Every employee will receive shortly after 
the close of the year 1946 a withholding 
statement form from his employer. This 
form shows the total amount of wages paid 
that employee during the year 1946. The re- 
verse side of this form can be used as a tax 
return by certain taxpayers. Those who 
get all of their income from wages from 
which the income tax is withheld may use 
this form, providing their wages were less 
than $5,000. The taxpayer simply counts 
the number of dependent exemptions he 
claims, fills in the proper spaces on the back 
of the statement and mails it to the Collector 
of Internal Revenue for his district. Here 
this statement is compared with the copy re- 
ceived from the employer, and the correct 
amount of tax for that taxpayer is deter- 


mined. If more tax than is due has been 
withheld from wages, a refund check is 
automatically mailed. If less tax than is 
due has been withheld by the employer, 
then a bill for the additional tax is mailed to 
the taxpayer. 


Although this form has no space for list- 
ing deductions, the tax is computed by the 
tax table, which makes allowance for a de- 
duction of about ten per cent of the tax- 
payer’s income. 


The Tax Table Method 


Page 4 of the individual income tax form 
provides a tax table which may be used by 
any taxpayer with an income less than 
$5,000. This table offers several advantages : 
It is a quick method of computing tax lia- 
bility; it offers a deduction of about ten per 
cent of one’s income to compensate for the 
items which are computed exactly on the 
long form, such as business expenses, state 
taxes paid, interest, etc. Most taxpayers 
will find that the total of their deductible 
expenses does not exceed ten per cent of their 
incomes. Simply, it is a method whereby 
the tax has been averaged, first, for $25 
brackets, and then, for $50 brackets. Some 
taxpayers might feel, however, that it does 
not reflect their income tax liability accu- 
rately since their income may fall in the 
lower part of the bracket, and they will pay 
the same amount of tax as a taxpayer in the 
very top part of their bracket. These mav 
wish to take a look at their liability under 
the long-form or net-income method. 


In the deduction chart presented here, 
averaging has also been used, but instead of 
one deduction for every twenty-five dollars 
or fifty dollars, a deduction has been com- 
puted for about every five dollars. This is 
averaging to combat averaging. Actually, 
the deduction could vary with each depend- 
ent and, of course, with each dollar of in- 
come, but one dollar in deductions is worth 
only three cents under the normal tax and 
seventeen cents under the first surtax bracket. 
For simplicity, one deduction figure was 
sought that would be common to all these 
probabilities, and the variance can never be 
more than $1.89. 


The real value of the chart is the time 
saved in eliminating the necessity of com- 
puting the income tax under the net income 
method and then under the gross income 
method and making a selection. This alone 
should be worth more than the few cents 
which might be saved after completing both 
forms. 


50 January, 1947 e TAXES—tThe Tax Magazine 








$2! 








form 
d by 
than 
izes : 
: lia- 
| per 
the 
the 
state 
yers 
tible 
their 
reby 
$25 
ome 
does 
ccu- 
the 
pay 
the 
may 
ider 


ere, 
d of 
lars 
om- 
s is 
lly, 
nd- 

in- 
orth 
and 
ket. 
was 
lese 
be 





Use the net income method when your deductions exceed those shown in column B 


for the amount of adjusted gross income shown in column A. When your deductions do 
not exceed the figure shown in column B for your adjusted gross income then the short 
forms will be more advantageous. 


a Se 





ae ae 
And 

More less More 
than. than than 
$2999.99 $3001 $282 $3279 
3001 3004 285 3284 
3004 3009 290 3289 
3009 3014 295 3294 
3014 3019 300 3299 
3019 3024 305 3301 
3024 3029 310 3304 
3029 3034 315 3309 
3034 3039 320 3314 
3039 3044 325 3319 
3044 3049 330 3324 
3049 3051 284 3329 
3051 3054 285 3334 
3054 3059 290 3339 
3059 3064 295 3344 
3064 3069 300 3349 
3069 3074 305 3351 
3074 3079 310 3354 
3079 3084 315 3359 
3084 3089 320 3364 
3089 3094 325 3369 
3094 3099 330 3374 
3099 3101 290 3379 
3101 3104 294 3384 
3104 3109 299 3389 
3109 §63114 304 3394 
3114 3119 309 3399 
3119 3124 314 3401 
3124 3129 319 3404 
3129 3134 324 3409 
3134 3139 32 3414 
31389 3144 334 3419 
3144 3149 339 3424 
3149 3151 295 3429 
3151 3154 299 3434 
3154 3159 304 3439 
3159 3164 309 3444 
3164 3169 314 3449 
3169 3174 319 3451 
3174 3179 324 3454 
3179 3184 329 3459 
3184 3189 334 3464 
3189 3194 339 3469 
3194 3189 344 3474 
3199 3201 300 3479 
3201 3204 304 3484 
3204 3209 309 3489 
3209 3214 314 3494 
3214 3219 319 3499 
3219 3224 324 3501 
3224 3229 329 3504 
3229 3234 334 3509 
3234 3239 339 3514 
3239 3244 344 3519 
3244 3249 349 3524 
3249 3251 305 3529 
3251 3254 309 3534 
3254 3259 314 3539 
3259 3264 319 3544 
3264 3269 324 3549 
3269 3274 329 3551 
3274 3279 334 3554 


A Timesaving Tax Table 


And 
less 
than 


$3284 
3289 
3294 
3299 
3301 


3304 
3309 
3314 
3319 
3324 
3329 
3334 
3339 
3344 
3349 


3351 
3354 
3359 
3364 
3369 


3374 
3379 
3384 
3389 
3394 


3399 
3401 
3404 
3409 
3414 


3419 
3424 
3429 
3434 
3439 


3444 
3449 
3451 
3454 
3459 
3464 
3469 
3474 
3479 
3484 


3489 
3494 
3499 
3501 
3504 
3509 
3514 
3519 
3524 
3529 


3534 
3539 
3544 
3549 
3551 
3554 
3559 


— 


$339 
344 
349 
354 
310 


314 
319 
324 
329 
334 


339 
344 
349 
354 
359 


315 
319 
324 
329 
334 


339 
344 
349 
354 
359 


364 
320 
324 
329 
334 


339 
344 
349 
354 
359 
364 


325 
329 
334 


339 
344 
349 
354 
359 
364 
369 
374 
331 
334 


339 
344 
349 
354 
359 
364 
369 
374 
379 
335 
339 
344 








A -—-B ——_A——. -B-— 

And And 

More less More less 

than than than than 
$3559 $3564 $349 $3844 $3849 $407 
3564 3569 354 3849 3851 365 
3569 3574 359 3851 3854 369 
3574 3579 364 3854 3859 374 
3579 3584 369 3859 3864 379 
3584 3589 374 3864 3869 384 
3589 3594 379 3869 3874 389 
3594 3599 384 3874 3879 394 
3599 3601 340 3879 §=©3884 86399 
3601 3604 344 3884 3889 404 
3604 3609 349 3889 3894 409 
3609 3614 354 3894 3899 414 
3614 3619 359 3899 3901 373 
3619 3624 364 3901 3904 376 
3624 3629 369 3904 3909 381 
3629 3634 374 3909 §=3911 386 
3634 3639 379 3914 3919 391 
3639 3644 384 3919 3924 396 
3644 3649 389 3924 3929 401 
3649 3651 345 3929 3934 406 
3651 3654 349 3934 3939 411 
3654 3659 354 3939 3944 416 
3659 3664 359 3944 3949 421 
3664 3669 364 3949 3951 373 
3669 3674 369 3951 3954 377 
3674 3679 374 3954 3959 382 
3679 3684 379 3959 83964 387 
3684 3689 384 3964 3969 392 
3689 3694 389 3969 3974 397 
3694 3699 394 3974 3979 402 
3699 3701 350 3979 3984 407 
3701 3704 354 3984 3989 412 
3704 3709 359 3989 3994 417 
3709 3714 364 3994 3999 422 
3714 3719 369 3999 4001 382 
3719 3724 374 4001 4004 386 
3724 3729 379 4004 4009 391 
3729 3734 384 4009 4014 396 
3734 3739 389 4014 4019 401 
3739 3744 394 4019 4024 406 
3744 3749 399 4024 4029 411 
3749 3751 355 4029 4034 416 
3751 3754 359 4034 4039 421 
3754 3759 364 4039 4044 426 
3759 3764 369 4044 4049 431 
3764 3769 374 4049 4051 385 
8769 3774 379 4051 4054 389 
3774 3779 384 4054 4059 394 
3779 =. 33784 = 3389 4059 4064 399 
3784 3789 394 4064 4069 404 
3789 3794 399 4069 4074 409 
3794 3799 404 4074 4079 414 
3799 3801 358 4079 4084 419 
3801 3804 362 4084 4089 424 
3804 3809 367 4089 4094 429 
3809 3814 372 4094 4059 434 
3814 3819 377 4099 4101 390 
3819 3824 382 4101 4104 394 
3824 3829 387 4104 4109 399 
3829 3834 392 4109 4114 404 
3834 3839 397 4114 4119 409 
3839 3844 402 4119 4124 414 



























than 


$4124 
4129 
4134 
4139 
4144 


4149 
4151 
4154 
4159 
4164 


4169 
4174 
4179 
4184 
4189 


4194 
4199 
4201 
4204 
4209 


4214 
4219 
4224 
4229 
4234 


4239 
4244 
4249 
4251 
4254 


4259 
4264 
4269 
4274 
4279 


4284 
4289 
4294 


























































































































4301 


4304 
4309 
4314 
4319 
4324 


4329 
4334 






























































than 


$4129 
4134 
4139 
4144 
4149 


4151 
4154 
4159 
4164 
4169 


4174 
4179 
4184 
4189 
4194 


4199 
4201 
4204 
4209 
4214 


4219 
4224 
4229 
4234 
4239 


4244 
4249 
4251 
4254 
4259 


4264 
4269 
4274 
4279 
4284 


4289 


4299 
4301 
4304 


4309 
4314 
4319 
4324 
4329 


4334 
4339 


$419 
424 
429 
434 
439 


397 
401 


411 
416 


421 
426 
431 
436 
441 


404 


414 
419 


Am’t Deduction 
of de- allowed 


Tax duction 

bracket on chart 

4810 470.00 
4800 to 4850 


than 


$4344 
4349 
4351 
4354 
4359 


4364 
4369 
4374 
4379 
4384 


4389 
4394 
4399 
4401 
4404 


4409 
4414 
4419 
4424 
4429 


4434 
4439 
4444 
4449 
4451 


4454 
4459 
4464 
4469 
4474 


4479 
4484 
4489 
4494 
4499 


4501 
4504 


4514 
4519 


4524 
4529 
4534 
4539 
4544 


4549 
4551 


482.00... 


than 


$4349 
4351 
4354 
4359 
4364 


4369 
4374 
4379 
4384 
4389 


4394 
4399 
4401 
4404 
4409 


4414 
4419 
4424 
4429 
4434 


4439 


4449 
4451 
4454 


4459 
44164 


4474 
4479 


4484 
4489 
4494 
4499 
4501 


4504 


4514 
4519 
4524 


4529 
4534 
4539 
4544 
4549 


4551 


442 


1 


765.00 661.00 


Example 


Amount shown in italics is the tax under GROSS (Optional Tax Table) 
Amount in roman is the tax under the NET income method. 


More 
than 


$4559 
4564 
4569 


4574 
4579 


4584 
4589 
4594 
4599 
4601 


4604 
4609 
4614 
4619 
4624 


4629 
4634 
4639 
4644 
4649 


4651 
4654 
4659 
4664 
4669 


4674 
4679 
4684 
4689 
4694 


4699 
4701 
4704 
4709 
4714 


4719 
4724 
4729 
4734 
4739 


4744 
4749 
4751 
4754 
4759 
4764 


4769 
4774 


Pee een 


less 
than 


$4564 
4569 
4574 
4579 
4584 


4589 
4594 
4599 


4604 


4614 
4619 
4624 
4629 


4634 
4639 


4651 


4654 
4659 


4669 
4674 


4679 
4684 


4694 
4699 


4701 
4704 
4709 
4714 
4719 


4724 
4729 
4734 
4739 
4744 


4749 
4751 
4754 
4759 
4764 


4769 
4774 


Dependents 
4 5 


than 


$4779 
4784 
4789 
4794 
4799 


4801 
4804 


4814 
4819 


4824 


4909 


4914 
4919 
4924 
4929 
4934 


4939 


4949 
4951 
4954 


4959 
4964 
4969 
4974 
4979 


4984 
4989 











method. 





7 
764.56 660.06 555.56 451.06 349.60 254.60 159.60 64.60 
556.00 452.00 350.00 255.00 160.00 65.00 

Each dollar of the taxpayer’s deduction in excess of $470 is worth approximately 
twenty-one cents in tax saving. 
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The author, now practicing in Chicago, specializes 
in tax law. He is a member of the Illinois, New 
York and federal bars and a lecturer on tax subjects 


The PREPARATION 


of Valuation Cases 


By 


ALLIN H. PIERCE 


HE DETERMINATION of the value 

of property presents one of the most 
common and, at times, one of the most diffi- 
cult, problems of fact * which confront those 
who deal with federal tax matters. 
problem arises under almost every branch 
of internal revenue law. Estate tax and gift 
tax liabilities are always calculated with 
reference to the values of the properties 
involved; and income tax liabilities fre- 
quently must be determined with reference 
to values, such as those which provide the 
basis for computing gain, loss or deprecia- 
tion, or those which measure the income 
derived from a taxable exchange, or from 
the receipt of compensation paid in prop- 
erty, or from a distribution of assets in kind. 


The question presented is always the 
same: What was the value of the property, 
as of the material date fixed by the con- 
trolling statute? The answer must be found 
through the use of judgment and estimate, 
after consideration of all relevant facts and 
circumstances. The burden of proof usually 
is upon the taxpayer, and it is no excuse 
that the carrying of such burden may prove 
difficult or even impossible.? The object is 
to find a value which will meet the estab- 


lished legal tests and also conform with 
sound logic. 


1 Value is regarded to be a question of fact. 
Zanuck v. Commissioner, 149 F. (2d) 714, 718 
(CCA-9, 1945) [45-2 ustc { 10,208]; Boudreau v. 
Commissioner, 134 F. (2d) 360, 361 (CCA-5, 
1943) [43-1 ustc { 9327]; Regulations 111, Sec- 
tion 29.111-1. 

2? Burnet v. Houston, 283 U. S. 223, 227-8 
(1931) [2 usrc J 710]. 


Preparation of Valuation Cases 


The © 


Generally, the thoroughness with which a 
valuation case is prepared is proportionate 
to the amount of tax involved; and, unfortu- 
nately, the smaller cases are likely to be 
dealt with, both by the government and by 
the taxpayer, in a rather haphazard manner. 
In these smaller cases, the government’s 
representative sometimes attempts to short- 
cut by employing values used previously in 
compromising cases of other taxpayers; or, 
if stock of a corporation is involved, he 
often adopts the book value of the underly- 
ing assets or applies a time-worn formula * 
to reflect mathematically the value of the 
stock under widely varying circumstances. 
The taxpayer’s representative, on the other 
hand, frequently has little upon which to 
base his objectives, except rough estimates 


3A. R. M. 34, 2 CB 31 (1920). 
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supplied by his client. He relies principally 


upon his bargaining ability, with the result . 


that the conference deteriorates into a 
“horse-trading” argument; that the person- 
alities and prejudicies of the parties play 
almost as important a part as the facts of 
the case; and that the figure finally agreed 
upon may not reflect, in any true sense, the 
actual value of the property involved. 


No attempt will be made here to suggest 
how negotiations of such character should 
be handled. Rather, we shall start with the 
assumption that we are dealing with cases 
of sufficient importance to warrant careful 
and thorough examination of the factors 
which affect the worth of the properties in- 
volved. We shall assume further that these 
properties include both real estate and 
shares of corporate stock. We shall con- 
sider (1) the character of the value to be 
established, (2) the methods of valuation 
which may be used and (3) the nature of 
the evidence which should be assembled. 
Our purpose will be to find, through a study 
of the methods actually used in certain im- 
portant cases, a pattern applicable, in sim- 
plified form, even in the smaller cases which 
we may be called upon to handle. 


Character of Value 


Under existing tax law, the type of value 
to be determined for most classes of prop- 
erty is “fair market value.” The estate tax 
and gift tax statutes employ merely the 
word “value”; but the applicable Treasury 
regulations state that such value is “fair 
market value.”* The income tax statutes, 
on the other hand, provide specifically for 
the use of “fair market value.”® Earlier 
statutes employed also the terms “fair market 
price or value,” “actual cash value” and 
“readily realizable market value’’;® but these 
categories have now been discarded. The 
Treasury believed that the term “readily 
realizable market value” could not be ap- 
plied with accuracy and consistency.’ 


In certain income tax cases, particularly 
in exchanges where the cost basis of the 
original property may be carried over to 
the new property, the courts have found 





*I. R. C. Sections 811 and 1005; Regulations 
105, Section 81.10(a); Regulations 108, Section 
86.19(a). 


5T. R. C. Sections 111(b), 112(c) and (d), 
113(a) (5). 


® Revenue Act 1918, Sections 202(a)(1) and 
326(a)(2); Revenue Act 1921, Section 202(c). 


™ Gregg Report on the Mellon Bill, quoted in 
Holmes, Federal Taxes, 6th ed., p. 605 (1925). 
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that the property involved had no ascer- 
tainable fair market value; but this is rare 
and exceptional. In estate tax and gift 
tax cases, the determination of value is al- 
ways imperative. 


Also, there are a few classes of property 
for which the value employed is not “fair 
market value” in the normal sense of that 
term. For example, the value for gift tax 
purposes of a single-premium life insurance 
policy, which was irrevocably assigned at 
the time of issuance, is the cost of the policy 
to the donor and not the cash-surrender 
value.” The value assigned to life estates 
and remainders is that which is reflected by 
the use of mortality tables.” Such instances 
may possibly be regarded as exceptions to 
the general rule. 


‘‘Fair Market Value’ Defined 


The meaning of the term “fair market 
value” is now well settled although minor 
differences in definition exist. One of the 
best definitions is that of the old Advisory 
Tax Board (T. B. R. 57; 1 CB 40): 


“‘Market Value’ is the price at which a 
seller willing to sell at a fair price and a 
buyer willing to buy at a fair price, both 
having reasonable knowledge of the facts, 
will trade. It implies the existence of a 
public of possible buyers at a fair price.” 


Another definition, probably the one most 
frequently used, is set forth in the Estate 
Tax Regulations (Regulations 105, Section 
81.10(a)): 


“The fair market value is the price at which 
the property would change hands between 
a willing buyer and a willing seller, neither 


being under any compulsion to buy or to 
sell.” 


It will be observed that this definition does 
not include the phrase “both having reason- 
able knowledge of the facts’; but this condi- 
tion is undoubtedly assumed, for there can 
be no doubt that it is one of the essential 
elements. 


Still other definitions and discusssions of 
the term may be found in the opinions of 





8’ Helvering v. Tex-Penn Oil Company, 300 
U. S. 481, 499 (1937) [37-1 ustc J 9194]; Burnet v. 
Logan, 283 U. S. 404, 413 (1931) (2 ustc { 736]; 
Regulations 111, Section 29.111-1. 

® Guggenheim v. Rasquin, 312 U. S. 254 (1941) 
[41-1 ustc J 10,013]. 


1 Regulations 105, Section 81.10(i). 


January, 1947 e TAX ES—The Tax Magazine 





the c 
How 
for 1 
and 
a va 
men 


as Si! 
Tax 
such 
pres 
pe Sl 
thar 
cert 
valt 
of 

stor 
inf 


Im 


the courts “ and in the works of text-writers. 


However, fine distinctions in definition are, 
for most practical purposes, unimportant; 
and the safer course to follow, in preparing 
a valuation case, is to accept the govern- 
ment’s own definition of fair market value, 
as set forth in the above-mentioned Estate 
‘Tax Regulations. Any value based upon 
such an inexact standard as the price which 
presumably would be agreed upon by sup- 
positious individuals, can never be more 
than an approximation;” and mathematical 
certainty is not required. Except where 
values have been definitely fixed by sales 
of identical property, such as shares of 
stock, the usual practice is to state the value 
in round figures. 


Importance of Dates 


One of the basic principles of valuation 
is that the value must always be determined 
as of a particular date. Also, in theory at 
least, it must be based solely upon facts 
and conditions which were either known on 
that date or which reasonably might have 
been anticipated. As Mr. Justice Holmes 
stated in Ithaca Trust Company v. United 
States, 279 U. S. 151, 155 (1929) [1 ustc 
{ 386]: 


“ 


. the value of the thing to be taxed 
must be estimated as of the time when the 
act is done. Like all values, as the 
word is used by the law, it depends largely 
on more or less certain prophecies of the 
future; and the value is no less real at that 
time if later the prophecy turns out false 
than when it comes out true.” 


In practice, however, subsequent events 
undoubtedly do play a large part. The 
courts recognize that prices fixed in sales 
made within a reasonable time after the 
material date are admissible in evidence, on 
the theory that they provide a means for 
testing the accuracy of estimates of value 
made on the basis of other evidence. Ex- 
perience indicates that if an expert’s opinion 
of value varies too widely from prices 
actually realized in sales made within a 
reasonable period after the material date, 


"1 Phillips v. United States, 12 F. (2d) 598, 601 
(DC Pa., 1926) [1926 CT {| 3636]; rev’d on other 
grounds 24 F. (2d) 195 (CCA-3, 1928) [1928 
CCH D-8104]. The definition in this case has 
been used extensively both by the government 
and by taxpayers. See also Helvering v. Wal- 
bridge, 70 F. (2d) 63 (CCA-2, 1934) [4 ustc 
§ 1284]. 

1 Commissioner v. Marshall, 125 F. (2d) 943, 
946 (CCA-2, 1942) [42-1 ustc f 10,132]. 


Preparation of Valuation Cases 


the opinion is apt to be given little weight 
and to be regarded as one which does not 
reflect the “fair” market value. 


Realistic Approach of Courts 


The courts prefer to determine values 
from a practical and realistic point of view, 
rather than from one which is purely theo- 
retical. They look for “solid bench marks 
of value,” * such as prices realized in actual 
sales of similar property, and for evidence 
of income-producing capacity, such as 
rents, dividends, and royalties. They recog- 
nize that taxation is intensely practical, and 
that the very tax involved may have to be 
satisfied from the proceeds of the particular 
property under consideration. Thus, the 
courts have tended to bring the concept of 
“fair market value” exceedingly close to 
that of “realizable value,” with the depres- 
sing effects of forced sales eliminated. 


In Adams Express Company v. Ohio, 166 
U. S. 185 (1897), the Supreme Court said: 


“ 


. it is a cardinal rule which should 
never be forgotten that whatever property 


-is worth for the purposes of income and 


sale it is also worth for purposes of taxation.” 
This statement, in effect, provides the key 
to the determination of fair market value. 


Valuation of Real Estate 


One of the important tax cases dealing 
with the valuatior of real estate is Estate of 
Henry E. Huntington, 36 BTA 698 (1937) 
[CCH Dec. 9784]. Here, the Board of Tax 
Appeals (now Tax Court of the United 
States), was called upon to determine the 
values of approximately 1,342 parcels of 
real estate, including residence properties, 
business properties, and raw acreage suit- 
able for varying uses. The Commissioner 
had determined that the aggregate value of 
all these parcels was approximately $14,600,000, 
and by an amended answer he affirmatively 
alleged that this value should be increased 
to $20,500,000. The taxpayer, on the other 
hand, contended that the value was not in 
excess of approximately $9,300,000. Each 
party presented an imposing array of expert 
witnesses and introduced numerous exhibits. 
The hearing extended over a period of more 
than one year, which set an all-time record 
for the Board of Tax Appeals. The final 
result was that the Board determined the 
aggregate value for the properties to be ap- 


13 Zanuck v. Commissioner, supra. 
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proximately that which the Commissioner 
of Internal Revenue had originally deter- 
mined in his notice of deficiency. 




















The writer of this article was privileged 
to be one of the attorneys for the govern- 
ment in the Huntington case. Many of the 
comments here presented, with regard to 
the valuation of real estate, will reflect the 


methods and procedures actually employed 
there. 









































The usual practice in valuing real estate 
is to consider the land and the buildings 
separately, and then to determine the fair 
market value of the property as a whole. 
The value of the land is ordinarily deter- 
mined by what may be termed “the com- 
parative value method,’ under which the 
parcel involved is compared with similar 
parcels for which unit values, front-foot 
values or square-foot values have been in- 
dicated in actual market transactions. On 
the other hand, buildings of substantial 
character, because of the difficulty of mak- 
ing comparisons with other buildings, are 
more often valued on the basis of reproduc- 
tion cost, less depreciation, with proper re- 
gard being given to the type of architecture 
and construction, to the size, age, and physi- 
cal condition, and to the potential uses and 
rentals. The suitability of the buildings to 
the land is a factor of paramount import- 
ance. Real estate is always valued with 
regard to its highest and best potential use; 
if the buildings are not adaptable to such 
use, the value of the property as a whole 
may be no higher, or even less, than the 
value of the land alone. 













































































































































































Appraisal 








The services of an export appraiser fre- 
quently are required; in cases of importance, 
it is advisable to engage two or more per- 
sons who can qualify as expert witnesses. 
Such persons should be selected carefully 
on the basis of their experience and judg- 
ment, their familiarity with the neighbor- 
hood and the market transactions therein, 
and their ability to express and defend their 
opinions as to value. The probative force 
of any expert’s opinion depends principally 
upon the accuracy and completeness of the 
supporting data which he assembles, and 

| upon the skill which he demonstrates in 
identifying and weighing the factors affect- 
ing value. 


































































































The first step in making the appraisal is 
for the appraiser to become thoroughly 
familiar with the property involved. He 
should determine the exact location and 
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measurements and prepare a map or plat 
upon which these are indicated. Usually 
it is desirable to obtain a photograph, if 
one is available, showing the property as it 
existed on the material date. The appraiser 
should determine also the zoning require- 
ments, the local tax charges, the presence 
of any easements or restrictions upon use, 
the nature and accessibility of public utili- 
ties and improvements, and all other facts 
and conditions which would tend to influ- 
ence a person in holding, selling or buying 
the property. 


The particular factors to be considered 
vary with each parcel. For business prop- 
erty, the more important considerations 
may be whether it is near business centers 
or large stores which cause people to pass 
the property, whether passenger or freight 
transportation is accessible, whether the 
property is on a corner, and whether the 
shape and plottage of the tract make it par- 
ticularly desirable for commercial use. For 
residence property, on the other hand, the 
more important factors may be the charac- 
ter and stability of the neighborhood; the 
location and quality of schools, churches 
and shopping areas; the layout of the streets; 
the contour of the land; or the presence 
of large ornamental trees. Other factors re- 
quiring special consideration are the exist- 
ence of long-term leases, contracts or options 
to sell, liens or other incumbrances, and 
undivided ownership. The relative weight 
to be assigned to these various factors calls 
for the judgment of the expert. 


The second step in the appraisal is to 
make a search for all market transactions 
respecting similar properties which have 
occurred within a reasonable period before 
and after the material date. This search 
should be thorough, for it is from an analy- 
sis of these transactions that the range and 
trend of the market is to be determined. 
The types of transactions to be examined 
should include (1) arm’s length sales, for 
the prices agreed upon in such sales provide 
the most reliable indication of market value; 
(2) bona fide offers to purchase or sell; 
and (3) long-term leases, particularly in the 
case of business properties. The appraiser 
should make a record of the facts respect- 
ing each transaction and, if possible, inter- 
view at least one of the parties thereto, in 
order to ascertain whether there were any 
special considerations which affected the 
price. He also should familiarize himself 
with each of the comparable properties, so 
that he will be in a position to consider its 
worth in relation to the particular property 
under valuation. 
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The final step in the appraisal is, of 
course, for the appraiser to analyze and 
weigh the data which he has assembled, and 
then, by making comparisons and adjust- 
ments, to form his opinion regarding the 
fair market value of the property in ques- 
tion. This calls for experience and judg- 
ment. The need for such skill is one of the 
principal reasons why the services of an 
expert usually are required. 


Reports and Exhibits 


One other mattcr is of particular interest 
to tax practit’ »t the preparation of re- 
ports and ex: 


Mention has previously been made of the 
necessity for preparing a plat or map which 
shows the exact location and dimensions of 
the property involved. It also has been sug- 
gested that it is desirable to obtain a photo- 
graph showing the property as it existed 
on the material date. These will prove very 
useful in any negotiations with the Bureau 
of Internal Revenue; and if the case goes 
to trial, they may be used in the courtroom 
to supplement the oral testimony and may 
be offered in evidence as exhibits. 


Usually, it is advisable to have the ap- 
praiser prepare a written report. This 
should include a resume of the more im- 
portant facts regarding the property; a 
statement of the appraiser’s opinions as to 
the values-of the land, the buildings and 
the property as a whole; and a summary 
of the data and market transactions upon 
which he relies to support his opinions. A 
statement of the appraiser’s qualifications 
also may be included. Such a report is ex- 
ceedingly valuable in that it presents an 
over-all view of the appraiser’s work; and 
frequently, if the expert relies upon and ex- 
plains its data in the course of his testimony, 
the report will be received in evidence as a 
supplement to such testimony. 


Area Maps 


Another desirable exhibit is an area map 
which shows the relative locations of all 
properties considered in making the ap- 
praisal. In preparing this exhibit, an official 
map of the area usually can be obtained 
from the office of the county clerk; on this 
there can be “spotted” both the properties 
under valuation and the several comparable 
properties used to indicate market prices. 
Each of these properties, thus shown on the 
map, should then be identified by an item 
number and colored in a distinctive manner 
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to disclose at a glance the part which it 
plays in the general valuation scheme. For 
example, the property under valuation may 
be colored red and designated as item 1; 
the properties for which there have been 
actual sales may be colored green and desig- 
nated as items 2 to 5; the properties in re- 
spect of which there have been bona fide 
offers for purchase or sale, may be colored 
blue and designated as items 6 to 10; and 
the properties for which there are long-term 
leases may be colored brown and designated 
as items 11 and 12. An index may then be 
attached, describing each item briefly and 
giving the more important facts regarding 
the market transaction which reflected its 
worth. 


Area maps of this character are exceed- 
ingly useful, both in negotiations and in 
court proceedings. They present a bird’s 
eye view of the relative locations of all the 
properties under consideration and estab- 
lish item numbers which make possible the 
elimination of much repetition in describing 
the properties both in the testimony and 
in the briefs. Also, such maps tend to im- 
press the conferee or judge with the fact 


‘that the appraisal has been carefully pre- 


pared, and provide him with a permanent 
record to which he can refer in forming his 
Own opinions as to value. 


In the Huntington case area maps of this 
character were prepared by government 
counsel for practically all of the properties 
involved. At the hearing, these maps were 
placed upon an easel near the witness stand; 
they were used and explained by the expert 
witnesses in the course of their testimony; 
and then they were offered and received in 
evidence. There can be no doubt that they 
contributed materially to clarification and 
coordination of the facts presented. It is 
significant that the Board of Tax Appeals, 
in writing its opinion, referred to the prop- 
erties by “items,” and that these items are 
the ones which were identified by numbers 
on the area maps. 


Valuation of Stocks 


The value of shares of stock of a cor- 
poration is usually affected by the interplay 
of a wide variety of factors, operating both 
within and without the corporate organiza- 
tion. Shares of different companies seldom 
are affected by precisely the same factors 
and to the same degree. Thus, each security 
must stand more or less on its own footing 
and be judged according to its own intrin- 
sic qualities. 
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Several methods of valuation may be 
employed. If the stock is listed on a stock 
exchange or is one for which there is a 
relatively active market, the prices quoted 
or realized on or about the valuation date 
are almost universally accepted as the best 
evidence of fair market value.“ This method 
of valuation is officially recognized by the 
Treasury Department, for both the Estate 
Tax and Gift Tax Regulations provide 
specifically that the mean between the high- 
est and lowest quoted selling price on the 
material date “shall be considered as the 
fair market value per share,” unless it is 
established that such quoted prices do not 
reflect the fair market value.” The rejection 
of quoted prices usually has occurred only 
when the number of shares sold was too 
small to reflect the general market, or when 
the evidence indicated that the market was 
affected by extreme speculation, by manipu- 
lation, or by other abnormal conditions.” 


Blockage 


In the event that an unusually large block 
of shares of a single corporation is to be 
valued, it may be that the principle of 
“blockage” can be applied. This principle 
is based upon the theory that it would have 
been impossible, on the valuation date, to 
sell the entire block of stock at the price 
obtained for those shares actually traded 
on the exchange on that date; and that if 
the shares had been dumped on the market 
on the date in question, their volume would 
have depressed the quoted price. Accord- 
ingly, under the “blockage” theory, a dis- 
count from the quoted price is allowed in 
order to reflect the price which probably 
could have been realized if the shares had 
heen offered to dealers at wholesale or liqui- 
dated in a slower and more ordinary manner. 


This “blockage” theory has been resisted 
by the Treasury Department on the grounds 
that it reflects liquidating value rather than 
fair market value, and that there is no more 
reason for allowing sale discounts than for 
allowing purchase premiums. In one of the 
earlier court decisions,” the Kentucky Court 





4 Estate of Caroline McCulloch Spencer, 5 
TC 904. 908 (1945) [CCH Dee. 14,784]; Leonard 
B. McKitterick, 42 BTA 130 (1940) [CCH Dec. 
11,222]; Zanuck v. Commissioner, supra. 

% Regulations 105, Section 81.10(c)}; Regula- 
tions 108, Section 86.19(c). 

'6See Strong v. Rogers, 14 A. F. T. R. 1207. 
aff’d 72 F. (2d) 455 (CCA-3, 1934) [4 ustc J 1330]. 
cert. denied 293 U. S. 621 (1934); Heiner v. 
Crosby, 24 F. (2d) 191 (CCA-3, 1928) [1 ustc 
{ 276). 

1 Bingham’s Admr’s v. Commonwealth, 196 
Ky. 318 (1922); 244 S. W. 781, 790. 
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of Appeals labeled the theory as an attempt 
to obtain “one method applicable to the 
rich and another to the poor for valuing 
the same kind of property on the same day.” 
Nevertheless, the blockage principle has 
continued to gain ground. In Helvering v. 
Maytag 125 F. (2d) 55 (1942) [42-1 ustc 
{ 10,129], the Circuit Court of Appeals for 
the Eighth Circuit stated: 


“As well as any controverted question of 
administrative law may be settled without 
declaration by the Supreme Court, it is 
established that the size of a block of listed 
stock may be a factor to be considered in 
its valuation for gift or estate tax purposes.” 
Efforts of the Commissioner of Internal 
Revenue to obtain review of the blockage 
principle by the Supreme Court have to 
date been unsuccessful.” The theory is now 
supported by the weight of judicial author- 
ity; but, in the absence of a Supreme 
Court decision, its soundness is still open 
to question.” 


Earning Capacity of Assets 


The book value of corporate assets is not 
in itself a reliable guide to the fair market 
value of a corporation’s stock. It must be 
qualified by the earning capacity of the 
assets." Many of the assets may not be 
marketable; and unless liquidation is con- 
templated, their value is not of particular 
concern to the investor except as it is re- 
flected in the ability to produce income. 
However, if liquidation is imminent or the 
stock is very closely held, the value of the 
shares may approximate the net amount 
which could be realized from the underly- 
ing assets. 


Finally, if the stock is that of a going 
concern, is not listed on any exchange and 
has not been the subject of sales which re- 
flect its fair market value, then such value 





18 Helvering v. Maytag, 125 F. (2d) 55 (CCA-8, 
1942) [42-1 ustc § 10,129], cert. denied 316 U. S. 
689 (1942); Havemeyer v. United States, 59 F. 
Supp. 537 (Ct. Cls., 1945) [45-1 ustc { 10,194], 
cert. denied 66 S. Ct. 138, 139 (November 5, 
1945). 

1 Helvering v. Safe Deposit & Trust Company 
of Baltimore, 95 F. (2d) 806, 812 (CCA-4, 1938) 
[38-1 ustc { 9240]; Commissioner v. Shattuck, 
97 F. (2d) 790 (CCA-7, 1938) [38-2 ustc ff 9411]; 
Helvering v. Maytag, supra; Henry F. DuPont, 
2 TC 246, 256 (1943) [CCH Dec. 13,303]; Have- 
meyer v. United States, supra. 

See dissenting opinion in Havemeyer v. 
United States, supra; see also Robert L. Clause, 
5 TC 647 (1945) [CCH Dec. 14,724], aff’d 154 
F. (2d) 655 (CCA-3, 1946) [46-1 ustc { 10,264]. 

21 Estate of Pamelia D. Holland, 47 BTA 807, 
814 (1942) [CCH Dec. 12,845]. 
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must be determined from an analysis of the 
several factors which affect the stock’s 
worth. As this type of stock is usually the 
most difficult to value, the services of an 
expert appraiser are almost certain to be 
required. It is this type to which principal 
consideration will here be given. 


Sloane Case 


Two important Tax Court cases in which 
stocks were valued by analysis are James 
Couzens, 11 BTA 1040 (1928) [CCH Dec. 
3931], and Estate of Henry T. Sloane, 3 TCM 
555 (June 8, 1944) [CCH Dec. 13,986(M)]. 


The Sloane case, the more recent, is one 
which the writer handled personally on be- 
half of the taxpayer; and the methods em- 
ployed therein provide the basis for most of 
the suggestions and comments hereinafter 
presented. The case involved an asserted 
deficiency in estate tax in the approximate 
amount of $3,007,000, a large portion of 
which was attributable to adjustments made 
with respect to the values of unlisted stocks 
of four closely held corporations. Two 
experts, who were exceptionally well quali- 
fied, testified on behalf of the taxpayer. The 
effectiveness of the evidence presented is 
indicated by the following results, disclosed 
in the Tax Court’s opinion: 





Summary description of 
stocks involved 

Corp. A., common .. 
pfd. 
common 
pfd. 

pr. pfd. 
capital 
capital 


Corp. B., 


Corp. C. 
Corp: YD. 


The usual practice in appraising stock by 
analysis is to approach the problem from 
the investor’s point of view and to yive 
principal regard to the prospect for earn- 
ings and dividends. On this basis, the prob- 
lem largely boils down to determining (1) 
the potential earning and dividend-paying 
capacity of the corporation involved and 
(2) the fair rate at which the potential earn- 
ings and dividends shall be capitalized. The 
reason for this is that the primary objective 
of an investor, who might have been inter- 
ested in purchasing the stock on the valua- 
tion date, would have been to obtain a 
reasonable return on the money paid as the 
purchase price. The amount of his expected 
return would have to be based upon esti- 
mates of the corporation’s ability to produce 
profits and pay dividends; and the reason- 
ableness of such return would depend upon 
whether it was in line with the then-prevail- 
ing yield of other investments of similar 
character. 


No attempt will be made here to explain 
the intricacies of the stock appraiser’s art or 
to enumerate all the factors to which an 
appraiser should give consideration. By way 
of summary, however, it may be said that 
these factors fall into three important classes: 
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Approximate Values Per Share 


As determined by As established by 
Commissioner the Tax Court 


$ 35.00 $ 16.00 
65.00 37.50 
51.00 1.30 

100.00 5.00 

100.00 30.00 

60.00 28.00 
6,232.00 





(1) those relating to the current position 
and future prospects of general business, as 
reflected in general business confidence or 
lack of it; (2) those relating to the current 
position and future prospects of the industry 
in which the company is engaged, as re- 
flected in the demand or lack of demand for 
the securities of companies in that particular 
industry; and (3) those relating to the cur- 
rent position and future prospects for the 
particular company involved, i. e., the in- 
ternal situation, conditions and prospects of 
the company itself. These factors deter- 
mine, to a large extent, both the prospect 
for income and the value of the stock of any 
corporation, as of any given date. 


With these factors in mind, the appraiser 
attempts to relate himself back to the date 
as of which the valuation is to be made, 
and, after consideration of the corporation’s 
past earning record, to forecast, as of that 
time, the probable result of its operations 
over a reasonable period in the future. He 
then determines the fair rate at which to 
capitalize these potential earnings by con- 
sidering the amount of risk involved and 
the yields which could at that time have 
been obtained from other investments. He 
might conclude that the stock was worth 
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five times or eight times the anticipated 
earnings, or possibly nine times or twelve 
times the prospective dividends. This, in 
brief, is the analytical method of appraisal. 


The evidence to be produced in court 
should include the more important facts 
upon which the appraiser relies in forming 
his opinions of value. Arrangements should 
be made for an officer of the corporation 
involved to testify regarding its history, its 
capital structure, the nature of its business, 
its credit position and the stability of its 
management, and to describe how broadly 
its stock is held. Balance sheets, as of the 
beginning and end of the year in which the 
valuation date falls, should be obtained; 
usually it is desirable to have balance sheets 
for several preceding years in order that 
comparisons may be made. The record of 
profits and losses and of dividend payments, 
for the year involved and for a preceding 
period of from five to ten years, must be 
established. Also, an analysis should be 
made of any major items which may have 
affected the earnings record, such as sal- 
aries, administration expenses, depreciation, 
and any extraordinary gains or losses. Gen- 
erally arrangements can be made with op- 
posing counsel to use summary tabulations 
or auditor’s reports in lieu of the corporate 
books; thus, much time will be conserved 
for both court and counsel. 


In addition to this evidence, many facts and 
circumstances can be brought before the 
court through the appraiser’s testimony. 
These may include the results of his studies 
regarding general business conditions, the 








total wages paid in New Jersey, $50,000; 
total wages paid everywhere, $2,000,000, and 


intangible property located in New Jersey, 
$75,000. 


To determine the allocation percentage 
under the first alternative, we construct a 
fraction, consisting of the New Jersey real 
and tangible personal property of $50,000 as 
the numerator, and the entire real and tan- 
gible personal property of $1,500,000 as the 
denominator, which is equal to 3.3 per cent. 
The sales fraction is $24,000 divided by 
$1,000,000, or 2.4 per cent. The wages frac- 
tion is $50,000 divided by $2,000,000, or 2.5 
per cent. The total of the three percentages, 
which equals 8.2 per cent, is further divided 
by three, resulting in 2.7 per cent. By apply- 
ing the allocation factor of 2.7 per cent to 
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trend of the security markets, the public 
demand for products and securities of a 
particular industry, and the weights accorded 
by investors and security analysts to such 
factors as the ratio between a corporation’s 
current assets and current liabilities, and 
the character of its funded indebtedness, 
An appraiser who has thoroughly familiar- 
ized himself with the company under consi- 
deration may make observations on many 
incidental facts regarding the corporation, 
which he has discovered in the course of his 
examination. In the Sloane case, each of 
the appraisers made a personal study of the 
plant and ogranization of each corporation 
involved, interviewed the executive officers, 
examined the books and assisted in pre- 
paring the exhibits which were placed in 
evidence. This work enabled them to demon- 
strate that they were intimately familiar with 
each of the companies considered, and made 
them practically invulnerable on cross-ex- 
amination. 


The success attained in handling any valu- 
ation case depends, in large measure, upon 
the thoroughness and skill with which it is 
prepared and presented. Teamwork between 
the expert witnesses and counsel is abso- 
lutely essential. The place to win the case is 
in the pre-trial conferences or in the trial 
court; for, assuming that proper methods 
of valuation and proper rules of evidence 
have been observed, there is seldom oppor- 
tunity for a review of the determined value 
by an appeilate court. Perhaps it is the 
challenge of these characteristics which causes 
valuation cases to be of special interest to 
trial counsel. [The End} 


an assumed net worth of $900,000, the result- 
iiig taxable net worth is multiplied by .0008. 
which produces a tax of $19.44. 


Under the second alternative method, the 
$50,000 average for tangible property, plus 
the $75,000 average for intangible property 
located in New Jersey, or a total of $125,000, 
represents the numerator. Then the average 
for tangible and intangible property located 
everywhere, assumed to be $2,500,000, be- 
comes the denominator. This results in a 
fraction of 1/20. Thus the taxable net worth 
would be 1/20 of $900,000, or $45,000. At 
the rate of eight cents per $100, a tax of 
$36 is obtained. Since the first alternative 
produces a tax of $19.44 and the second 
alternative $36, we use the larger figure in 
this case, the second one. [The End] 
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A development of breaking points for quickly 
knowing the tax effects of excess profits relief claims 


When Tax Relief Is Not Tax Relief 


T LOOKS NOW as though relief 

claims are going to get real attention. 
Much time and some money can be saved 
in many cases if this attention starts with 
the taxpayer. A common idea was that by 
filing a relief claim the taxpayer had some- 
thing to gain and nothing to lose. That 
viewpoint looked ahead; now hindsight, 
which is always better, can be used. Profits 
may have been much better than the tax- 
payer even dreamed when the claim was 
filed. The result may be that if the claim 
is allowed to stand, it gives no relief and 
actually takes money out of the corpora- 
tion-taxpayer’s bank account. Let’s see 
some facts and do some figuring. 


1. An excess profits tax relief claim is 
just what it says, with no words omitted. 
It is mot just a tax relief claim. When al- 
lowed, this relief reduces excess profits taxes 
but increases normal tax and surtaxes. 


Example 


Corporation R has $40,000 excess profits 
credit based on invested capital, and $330,000 
in taxable income. With the specific ex- 
emption of $10,000, it has a total of $50,000 
in excess profits credits. So its tax is com- 
prised of the normal tax and surtax on 
$50,000, and the ninety-five per cent excess 
profits tax on its income over $50,000 
($280,000). If it gets a relief claim excess 
profits credit of $60,000 allowed, the shift 
occurs. Now it has $70,000 ($60,000 plus 
$10,000 exemption) as total excess profits 
tax credits, and the tax is comprised of the 
normal tax and surtax on $70,000 (at (forty 
per cent) and the excess profits tax (at 
ninety-five per cent)) on the balance of 
$260,000. Thus, $20,000 has been shifted 
from excess profits tax income to normal 
tax and surtax income. As this shift is on 
$20,000 from a ninety-five per cent rate to 
a forty per cent rate, it seems to be a neat 


When Tax Relief Is Not Tax Relief 


By LEONARD HOUGHTON 
Certified Public Accountant 


little saving of fifty-five per cent on $20,000 
—a tidy $11,000. But— 


2. The eighty per cent tax limit provision 
is one of the officials in this game. Without 
the relief claim, the total tax is: 


a. $50,000, normal tax and surtax in- 
come @ 40% 


b. $280,000 excess profits tax @ 95% 266,000 


Total taxes above ............ 286,000 


c. 80% tax limit on $330,000... 264,000 


The tax limit applies and— 


3. This tax limit is applied to reduce the 
excess profits tax, not the normal tax and 
surtax. We get: 

a. Normal 

same . 


b. Excess profits tax . 


the 
..$ 20,000 
. 244,000 


tax and surtaxes, 


c. Total maximum tax 


. 264,000 
But— 


4. The ten per cent excess profits tax re- 
fund law is in the tax rule book and makes 
the final tax score come out like this: 

a. Normal tax and surtaxes 
b. Excess profits tax ... $244,000 


Less 10% 24,400 219,600 


c. Net taxes—no relief claim 


5. Now let’s see the tax figures with the 
claim applied. 


a. Normal tax and 


$70,000 @ 40% 
b. Excess profits tax on $260,000 @ 


surtaxes on 


c. Total above ....... 








But the eighty per cent limit still applies, 
and we get: 


a. Normal tax and surtaxes $ 28,000 
b. Excess profits tax . 236,000 
c. Total—80% limit . 264,000 


The ten per cent refund applies, and we 
get: 


a. Normal tax and surtaxes $ 28,000 
b. Excess profits tax $236.000 

Less, 10% refund 23,600 212,400 
c. Total taxes—with relief 240,400 
d. Total taxes—without relief, per 

item 4-c above 


239,600 


e. COST OF RELIEF 800 

6. Thus, we arrive at the fact that relief 
claims do not always give relief, that is, 
save money—they can cost money to the 
taxpayer. Why? Because of the combined 
factors—eightv per cent limit and ten per 
cent refund. This boils down to a simple fact. 

7. Relief claims do not save taxes when 
the total taxes, after applying the relief, are 
in the eighty per cent limit basis. 

8. How can we figure quickly, without 
all this tax detail, when we will land on 
the eighty per cent basis with a given amount 
of income or a given amount of excess prof- 
its tax credits? Here are the figures: 

a. 95% less 80% limit is 15. 


b. 80% less 40% normal tax and surtax rate 
is 40. 


c. Divide 40 by 15, which is 2%. 

The answer—the eighty per cent break- 
ing-point of income occurs when the excess 
profits income is two and two-thirds times 
the excess profits tax credits (which is the 
normal tax and surtax income). 


Now let’s toss this around a bit, and we 
get: 


a. Normal and surtax income 3 parts 
b. Excess profits tax income— 
2% times “a” is 8 parts 


c. Total income 11 parts 





Putting this into a rule or formula, re- 
sults as follows: 
9. The eighty per cent limit applies: 

a. When the excess profits tax credits are at 
or less than, three-elevenths (27.27%) of 
total income, or 

b. The total income is at, or more than, 
three and two-thirds times the total ex- 
cess profits tax credits. 
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10. Using the same Corporation R above, 

with $330,000 income, let’s see the figures, 
What is the amount of relief credit that 

hits the eighty per cent limit and therefore 

results in no tax money relief? 

a. 3/11 of $330,000... 

b. Less exemption . 


$ 90,000 
10,000 


c. Answer 


. 80,000 





A. Proof—$90,000 total excess profits tax 
credits: 


a. Normal tax and surtax on $90,000 
b. Excess profits tax on $240,000 @ 
95% Beutel 


$ 36,000 


228,000 





ec. Total (also 80% limit). 264,000 
d. Less 10% refund ....... 22,800 
f. Net taxes ee es 
g. Net taxes, no claim—item 4c... 239,600 
h. COST OF RELIEF 1,600 


B. Proof—$70,000 total excess profits tax 
credits. 


This is the situation in item 5, which 
shows that the tax cost with relief is $800 
more than without relief. The claim being 
smaller than A above, the cost of relief 
is smaller. 


C. Proof—$110,000 
tax credits: 


total excess profits 


a. Normal and surtax on $110,000 @ 
40% 


b. Excess profits tax on $220,000 @ 


$ 44,000 


5% 209,000 
c. Total . 253,000 
d. Tax limit—80%—not reached 
e. 10% refund 20,900 
f. Net taxes 232,100 
g. Net taxes—no claim, item 4-c 239,600 
h. RELIEF ACCOMPLISHED 7,500 


11. From the above, it follows that re- 
lief claims really cost tax money unless 


they amount to more than three-elevenths 
of income. 


Now let’s see about the situation in which 
the income is less than two and two-thirds 
times the total excess profits tax credits. 


12. Using Corporation A, with an $80,000 
claim instead of $40,000 credit on capital. 
let’s figure it out to get income limits with 
amount of relief stated. This is simply the 


January, 1947 e TAX E S—The Tax Magazine 




























































































































































reversé 
to get 
reciprc 
The qi 
claim, 
large 1 


a. Tak 
b. Ade 


























































































Ove, 
ures, 

that 
fore 


),000 
),000 


santas 


),000 


tax 


000 


reverse viewpoint from starting with income 
to get the amount of credit necessary—the 
reciprocal, if you want to be mathematical. 
The question is—given the amount of relief 
claim, when does the total income get so 
large that the claim does not give relief? 


a. Take the amount of the claim.. .$ 80,000 
b. Add the specific exemption. 10,000 
c. Total excess profits tax credits. 90,000 


d. Multiply “c” by three and two-thirds, 
and the answer is $330,000. 


A. Proof—$330,000 income—$80,000 claim 

This is exactly the situation as in item 
10-A, which shows that the claim did not 
save money. 


B. Proof—$310,000 income—$80,000 claim 
a.Normal tax and _ surtaxes on 


$90,000 @ 40% $ 36,000 
b. Excess profits tax on $220,000 @ 
95% ; ee eI 209,000 
c. Total taxes 
d. Tax limit @ 80% is $248,000 
e. Less 10% refund 


. 245,000 
20,900 


f. Net taxes—with claim . 224,100 


C. Proof—$310,000 income—without claim 

a. Normal tax and 
$50,000 @ 40% 

b. Excess profits tax on $260,000 @ 


surtaxes on 


$ 20,000 
247,000 
267,000 


c. Total taxes above 
1.80% limit on $310,000 248,000 
e. Less refund on $248,000 minus 
$20,000, which is 10% on $228,000 22,800 
. 225,200 
224,100 


f. Net taxes 
g. Item B—same with claim 


h. RELIEF ACCOMPLISHED .. 1,100 


(Probably not worth the trouble that the 
claim will cause.) 

These figures show that the total income 
must be under two and two-thirds times the 
total excess profits tax credits, including the 
claim, if the claim is to give tax relief. 

13. In this presentation it was necessary 
to simplify various tax features. 

a. Dividend income and “certain interest 
on United States obligations” is nil, so that 
the normal tax net income and the surtax 
net income will be the same. 


When Tax Relief Is Not Tax Relief 


b. No adjustments are made to compute 
excess profits net income—Schedule A, 
page 2, Form 1121—so that the total normal 
tax and surtax net income will be the same 
as the total excess profits credit and exemp- 
tion. Also no unused excess profits tax 
credits are carried over. 

c. The tax rates and exemptions as ap- 
plicable in 1944 and 1945 are used. 

d. Normal tax and surtax income is taken 
at $50,000 or more because of the graduated 
rates on amounts under $50,000. 

14. The ninety per cent excess profits tax 
rate for 1942 and 1943 and the lower normal 
tax and surtax rates for under $50,000 
normal tax and surtax income have different 
breaking points, summarized in the follow- 
ing table. 

$50,000 or Over 
in Normal 
Tax and 


Minimum Normal 
Tax and 
Surtax Income Surtax Income 
1944 1942 $10,000 $5,000 
and 1945 and 1943 in 1944 in 1942 
Rates Rates and 1945 and 1943 
3 Z 2 4. 
A. , ofr 1/5 5/23 2/13 
BS . 3% 5 43% 614 
Nearest per- 
centages: 
A. - 20 22 IS 
B. 367 500 460 650 


15. Perhaps you should review the relief 
claims you have filed. And perhaps, from 
hindsight, you will decide that withdrawal is 
now expedient. The development of claims 
is expensive; when the agents audit them 
much time and attention is needed; follow- 
ing them through and perhaps fighting to 
support them takes time, and money; then 
you wait for the refund check. 


Conclusions 


1. When claims are barely within the 
breaking points that accomplish relief, the 
relief is not large enough to be worthwhile. 

2. Unless a claim is large enough to 
bring real dollar-saving, it is cheaper to 
have no claim. 

3. It saves tax money to have no claim 
and also to have the lowest total excess 
profits tax credits possible when the eighty 
per cent tax limit applies. [The End] 


1 Relief claims do not save taxes unless the 
total excess profits tax credits, with the relief, 
are greater than this fraction of the total] in- 
come. 

2 (Reverse of A.) The total income must be 
less than the figure shown times the total excess 
profits tax credits (including the claim) if taxes 
are to be saved by relief claims. 
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T WILL BE SOME TIME, no doubt, have his share of the community separated a 
before all the avenues suggested by the from hers by partition and to hold it free domic 
decision of the United States Supreme Court of all controls. He obtains, for the first a 5 
in the Wiener* and Herbst? cases have been _ time, the right to give away his immovables, thoug’ 
explored. and the right to give away his movables as on, | 
In this short article, only one phase of 2 Whole or by a fraction of the whole. Here | in acc 
the problem will be noticed—that of the 0° the wife’s death brings into being a ing tk 
surviving husband. This subject has been ™¢W set of relationships with respect to 
mentioned in general discussions, but a sep- his share of the community as well as hers, If t 
arate treatment, admittedly not exhaustive, @™0ng which are new powers of control of M 
may prove beneficial. and disposition which are proper subjects of M1 
Since both the Wiener and Herbst cases - hie po OF Soe aces ce _ ; 
 -e . . ave 
concerned surviving wives, we must look decision on the point, it is of some signifi- howe 
partly to dicta for authority. cance that this shift of legal relationships follov 
The principal holding in the Wiener case’ effects a shift in point of economic sub- congr 
was that the federal government has power stance. The precept that the wife is equal 
to lay an excise tax on the release of a co-owner with her husband of community Th 
widow’s half of the community property property undoubtedly calls into play within to a 
from the control given her husband by the marital relationship personal and psycho- non-« 
Louisiana law, if and when that release is logical forces which have great importance had ] 
brought about by the death of the husband. in the practical determination of how com- there 
\ munity property shall be managed by the deatl 
Tax Sustained Against Entire Estate Dusband. Though it may be impossible 
fully to translate these imponderables into 
It was necessary, however, for the Court legal rules, the death of the wife undoubtedly Sigt 
to sustain the tax against the entire estate, brings, in every practical aspect, sreater 
upon the prior death of the wife. The lan- freedom to the husband in his disposition It 
guage of the Court on this subject was Of that share of community property which to di 
positive: is technically his, than is to be gathered but : 
“Ciiatlasty ‘with the death of the wile, solely from a reading of statutes and case poss 
her title of ownership in her share of the law. in h 
community property ends, and passes to The Herbst case is to the same effect, the (2) 
her heirs or other appointees. More than’ only difference being that the estate there the 
this, her death, by ending the marital com- was built up in the ranching business, on adm 
munity, liberates her husband’s share from “a ranch in Texas, acquired largely on credit, 
the restrictions which the existence of the and paid for out of savings from the ranch- A 
community had placed upon his control of ing business,” while the Wiener estate re- —_ 
it. He acquires by her death, the right to sulted from the business activity of Mr. wou 
a ns silk i in ll iat Wiener. In each case, the surviving wife mu! 
ce oa fe L — ser Cree Sata rp iy By was a “housewife”: neither had ever worked mec 
SGutiet Ghats «. Meme, steer. of Motes, for wages; neither had any separate property. nec 
Deceased, 326 U. S. 367, 66 S. Ct. 191, 90 L. Ed. mat 
163 (1945) [45-2 usre | 10,240]. 290 L, Ed. at page 157. whi 
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1e Wiener Case 


Congressional Intent 


It is also important to our discussion 
to remember that the final result in each 
case was in accord with the federal estate 
tax law, as applied in the forty non-com- 
munity property states. That is to say, 
had the Wieners and the Herbsts been 
domiciled in Arkansas instead of Louisiana 
and Texas, respectively, no one would have 
thought of resisting the imposition of the 
tax. Thus, the actual decisions appear to be 
in accord with congressional intent in amend- 
ing the revenue laws in 1942. 


If the Court had had before it the estate 
of Mrs. Herbst, Mr. Herbst surviving, or 
of Mrs. Wiener, Mr. Wiener surviving, and 
had reached the same results, it would not 
have carried out the intent of Congress, 
however much it may (or may not) have 
followed the letter of the law, because the 
congressional intent was to equalize taxation. 


This will readily be seen when we return 
to a comparison with the situation in a 
non-community property state and find that 
had Mr. and Mrs. Herbst lived in Arkansas, 


there would have been no estate tax on her 
death. 


Significance of Decisions 


‘ 

It is not our purpose either to attack or 
to defend the actual holdings in either case, 
but rather to consider as dispassionately as 
possible (1) how we can operate under them 
in handling the estate of a deceased wife; 
(2) what steps might be taken to achieve 
the equality of taxation, which Congress 
admittedly sought. 


Although, as pointed out above, the deci- 
sion in the Wiener case held that the act 
would apply to the estate of a wife in com- 
munity who predeceases her husband, the 


mechanics of handling such estates are left: 


necessarily in great doubt. They present 
many fascinating problems, only a few of 
which will be touched upon here. 


Surviving Husband and Wiener Case 


Determination 
of Community Property 


‘As the law now stands, upon the death 
of the wife, the tax attaches to her interest 
in the community property. To determine 
what “community property” is, under the 
federal law,* three types of property are 
subtracted: 


1. “Compensation for personal services 
actually rendered by the surviving husband”; 
2. Property “derived originally from such 
compensation” received by the’ husband; 
3. Property “derived originally . from 
separate property of the surviving husband.” 


(Of course, the separate property of the 
husband is excluded.) 


The regulations add nothing to the words 
of the statute. It is to be hoped that they 
will be rewritten and made workable, and 
that the Bureau will attempt to carry out 
the intent of Congress. 


#Section 811 (e) (2) I. R. C. reads: 


**(2) Community interests.—To the extent of 
the interest therein held as community property 
by the decedent and surviving spouse under the 
law of any State, Territory, or possession of 
the United States, or any foreign country, ex- 
cept such part thereof as may be shown to 
have been received as compensation for per- 
sonal services actually rendered by the sur- 
viving spouse or derived originally from such 
compensation or from separate property of the 
surviving spouse. In no case shall such interest 
included in the gross estate of the decedent be 
less than the value of such part of the com- 
munity property as was subject to the dece- 


dent’s power of testamentary disposition.”’ 


65 








What'was the congressional intent? Was 
it to penalize community property states? 
Was it to destroy community property? 
Only the most narrow imagine any such 
thing. Right or wrong, the congressional 
intent was to equalize taxation and, in doing 
this, Congress tried to make the rule in 
eight states conform to the rule in forty 
states. — 


What is that rule? When the wife pre- 
deceases her husband, there is no estate 
tax due on the property acquired during 
the marriage; but when the husband dies 
first, the entire estate is taxed. 


It was considered, no doubt, that because 
in community property states the wife’s in- 
terest vests at acquisition, a different stand- 
ard must be created. So Congress appears 
to have done the best thing it could do in 
a hurry by adopting the three exclusions 
mentioned above. 


Section 81 1(e)(2) 


But after adopting these exclusions, which, 
if properly applied, would go a long way 
toward equalizing the estate taxes on wives 
in the several states, Congress adopted the 
second sentence of Section 811(e)(2). This, 
too, was adopted in a hurry; and, since its 
provisions largely nullify the exclusions, it 
must be assumed that it was adopted in- 
advertently. 


Bearing in mind that it was clearly the 
intent of Congress that there should be 
exclusions, and in order to fix clearly in 
our minds the injustice wrought by the sec- 
ond sentence, let us take an example, far- 
fetched, it is true, but theoretically possible. 


Savings Account 
as Community Property 


At the age of twenty-five, Mr. Jones, 
residing in Louisiana, inherits a lot and 
building which, for the next forty years, 
bring in an annual net revenue of $10,000. 
Each year, he deposits this $10,000 in a 
savings account at compound interest. Mr. 
Jones is elected president of the Rice-Grits 
Wholesale Company, also on his twenty- 
fifth birthday, at an annual salary of $20,000. 
He marries the same day. His wife lives 
for forty years, during all of which time 
Mr. Jones keeps the same job at the same 
salary, $10,000 of which each year he de- 
posits in a savings account. The community 
has no other property except these savings. 


The executor of Mr. Jones’ estate deter- 
mines that one-half of the estate was “re- 


ceived as compensation for personal services 
actually rendered by” Mr. Jones, and that 
the accumulated interest thereon was “de- 
rived originally from such compensation” 
and the other half “derived originally . . 
from separate property of’ Mr. Jones. 


According to the first sentence of Section 
811(e)(2), he would, therefore, return no 
estate for Mrs. Jones. 


This is the rule applied to the forty non- 
community property states, and Congress 
wanted uniformity. 

But, according to the state law, Mrs. Jones 
owns one-half of the entire amount. 


At this point, the second sentence comes 
into play. This sentence reads: 


“In no case shall such interest included 
in the gross estate of the decedent be less 
than the value of such part of the com- 
munity property as was subject to the dece- 
dent’s power of testamentary disposition.” 


Testamentary Disposition 


In Louisiana, the wife in community with- 
out children can make testamentary disposi- 
tion of her entire estate.® In such cases, 
the executor must pay the tax on the entire 
estate. 


So, if Mrs. Jones was domiciled in Louisi- 
ana and had no children, this second sen- 
tence has completely nullified the benefits 
which the first apparently granted. Cer- 
tainly, this was not envisaged by the mem- 
bers of Congress. . 


Thus, merely because Mr. Jones lived in 
Louisiana instead of Arkansas, he would 
have to pay a tremendous estate tax to “in- 
herit” money which he himself had earned. 
This is discrimination and confiscation, pure 
and simple, but clearly it was not the de- 
sire of Congress to bring about such a 
result. 


It is true that if Mrs. Jones was sur- 
vived by children, the second sentence of 
Section 811(e)(2) will give some relief, at 
least in Louisiana. 

But this partial relief does not alter the 
Situation, for none of the property would 





5 Louisiana Civil Code (1870), 
reads: 


‘‘Donations inter vivos or mortis causa cannot 
exceed two-thirds of the property of the dis- 
poser, if he leaves, at his decease, a legitimate 
child; one-half, if he leaves two children; and 
one-third, if he leaves three or a_ greater 
number. 


“Under the name of children are included de- 
scendants of whatever degree they be, it being 
understood that they are only counted for the 
child they represent.’’ 


Article 1493, 
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be taxable in Arkansas and none should be 
taxable in Louisiana. Clearly, therefore, one 
of the essential steps to the attainment of 
uniformity is the immediate repeal of the 
second sentence of Section 811(e) (2). 


Measures for Uniformity 


3ut the repeal of the second sentence of 
the section is not enough. To obtain com- 
plete uniformity, the Bureau must be per- 
suaded to rewrite the regulations in order 
to interpret the three exceptions contained 
in the first sentence in accordance with 
congressional intent rather than the narrow 
rules obtaining in community property states. 


This is in no sense revolutionary, for it 
is now well recognized that federal tax laws 
are not controlled by state statutes. Since 
this doctrine has been accepted when it 
brings about uniformity in favor of the gov- 
ernment, it should also be put into effect 
to reach the same result with reference to 
the taxpayer. 


\dmittedly, to apply these exceptions in 
accordance with the intent of Congress, the 
Commissioner will have to disregard the 
community rules, at least in Texas and 
Louisiana. To make this clearer, examples 
will be mentioned. 


We are all familiar with the following 
example credited to a Texas lawyer: 


“If the husband or the wife should pur- 
chase stock through the creation of a com- 
munity debt and this debt is paid off with 
dividends from such stock, these dividends 
being in Texas, such stock is not derived 
originally from compensation for services 
rendered by either spouse. Nor is it derived 
from the separate property of either spouse. 
Therefore, the interest of both spouses in 
such stock would be included in the estate 
of the wife should she die first!” 


If the Commissioner adopts the Texas law- 
yer’s conclusion, we might see two brothers 
residing on opposite sides of the same street 
in Texarkana—Tom on the Texas side of 
the line, Ben on the ‘Arkansas side. Each is 
married. Each bought the same amount of 
stock in X Oil Company. Each gave an 
identical note. In each case, the dividends 
paid for the stock. The wives were killed 
in the same plane crash. The stock of each 
was worth $6,000,000. 

Ben, whose home is in Arkansas, has the 
same $6,000,000 the day after his wife’s 
death, while Tom, living across the street, 
must pay into the federal treasury $3,138,000, 
merely because he chose the wrong side 
of a city street on which to live. 


Surviving Husband and Wiener Case 


Test of Taxability 


According to the law of Texas, the stock 
is community property. But the proper 
test is: Would any part thereof be taxable, 
had the domicile been in Arkansas? If so, 
then that part should be taxed; but if not, 
then noné should be imposed merely be- 
cause the parties lived in Texas. 


Another example is furnished by the 
Herbst case. There, it will be recalled, the 
Supreme Court said that the estate resulted 
from the successful operation of the ranch- 
ing business and that the ranch was bought 
on credit. The Court did not have before 
it the case of a deceased wife; hence, it 
was not called upon to decide anything about 
the exceptions. 


Since Mr. Herbst would not have had to 
pay the federal government for permission 
to keep property which he had acquired by 
ranching in Arkansas, had Mrs. Herbst died 
before him in that state, certainly he should 
not have to make any such payment merely 
because he lived in Texas. 


Congress intended no such result. The 
Bureau has the opportunity and the power 
to construe the exceptions contained in the 
first sentence in order to bring about the 
uniformity sought by Congress. Every effort 
should be made to persuade the Commissioner 
to promulgate regulations which will ignore 
state lines and make all states equal before 
the law. 


Responsibility of Tax Practitioners 


Until such liberal regulations are adopted, 
I believe it to be the duty of tax men in 
the community property states, in handling 
the estates of married women, to act ag- 
gressively and in unison on the theory that 
Congress intended to bring about uniformity 
and did not wish to discriminate. In other 
words, since it was clearly the intent of 
Congress that the relief provisions contained 
in the first sentence of Section 811(e)(2) 
should be given effect wherever possible, it 
is up to tax accountants in community prop- 
erty states to develop the facts, to recon- 
struct the accounts, as it were, difficult as 
this may be. When this has been done, if 
the facts show that the wife was never gain- 
fully employed for wages and that she had 
no separate revenue-producing property, 
no tax should be paid on that part of her 
estate over which she had no testamentary 
control. Tax lawyers should insist on the 
right to this relief—crumb though it be— 
which was granted by Congress. 


(Continued on page 73) 
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By EARL K. TURNER 















ents. BOY was attending school for 
the first time. He was seated with the 
other beginners and all were being given 
an intelligence test based on a series of 
pictures. The teacher was to read a line 
and then ask the little children to en- 
circle the picture in each group which best 
suited what she read to them. When she 
had made sure the children understood their 
task, she asked each child to take a pencil 
and study the pictures while she read. The 
pictures in the first group of the series were 
of four things: an apple, a block, a cat, and 
a threaded needle. With each child in readi- 
ness she began to read: “In the first group 
of pictures draw a circle around what your 
mother uses when she sews.” The particu- 
lar little boy I have in mind studied the 
pictures but did not draw a circle. The 
teacher observed each child and saw that 
this little boy had not followed directions. 
She looked at him and said: “Go ahead and 
draw a circle around what your mother 
uses when she sews.” The little boy looked 
up at her but did nothing. “Why don’t you 
draw a circle around one of the pictures?” 
she asked. Promptly came his reply: “But 
my mother doesn’t sew.” 

































Exactly that same objection may be 
voiced by county tax commissioners with 
regard to valuation of most personal prop- 
erty: “But we assessors don’t assess.” And 
that is a true observation. The owner turns 
in a list of his property together with his 
set of values for it. The statutes, K. R. S. 
132.220 and .230, do in fact place this origi- 
nal responsibility upon the property owner. 
The city of Lexington quite appropriately 
adds to the oath required, “So help me 
God,” and I think it fitting that the tax- 
payer should request the aid of a higher 
authority in dealing with intricacies of 
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Mr. Turner, research assistant, Bureau of Business Research, University of 
Kentucky, presented this material at the annual conference on Property Tax 
Assessment held at the University of Kentucky 


VALUATION OF RURAL TANGIBLE 
PERSONAL PROPERTY 


valuation. As a consequence of this tax- 
payer self-assessment, the correctness of 
the valuation depends upon the elasticity 
of the reporting individual’s conscience 
and the convenience of his memory; that 
is, unless he is acting in ignorance of true 
values or is justifying his low valuation on 
the ground that accurate reporting would 
cause him to assume part of someone else’s 
tax burden. Unfortunately, this one-sided 
method of valuation is general in many 
states. 


It is widely argued that the only means 
of administering a tax on personal tangibles 
is reliance upon self-assessment. However, 
everyone knows that this method produces 
glaring underassessments, both because of 
the omission of property and the pitifully 
low values placed upon the property that 
is listed. It is impossible to determine 
how much personal property, tangible and 
intangible alike, is escaping taxation, but 
several students of tax problems conclude 
from the evidence available to them that 
the value of personal property in the United 
States is greater than that of real estate 
and is increasing faster than the value 
of real estate. Still speaking of personal 
property in general, a tax study commission 
in New Jersey found that in 1938 the value 
of personalty in the state was more than 
twice the value of real estate, but that the 
real estate bore more than seven times as 
much taxes. We are informed that in 
Louisville the city administration, hard 
pressed to secure necessary revenue, is 
proposing a fifty per cent increase in the 
assessment of personal property, on the 
theory that taxpayers’ declarations of 
the value of such property are customarily 
a least one-third low. The assessment 
process for all personalty is in dire need 
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of revision. Let us, therefore, approach the 
yaluation of one class of such property— 
rural tangibles—with the feeling that no 
finger of accusation is being pointed in 
any one direction. Times have changed; 
new demands have arisen; more revenue 
is needed; and we must have a realistic 
plan for taxing rural tangible personalty. 


Principles of Valuation 


For the purpose of getting our bearings, 
let us look very briefly at the law dealing 
with our subject. July 1 each year is the 
assessment date, and “fair cash value” is 
the yardstick for valuation. There is a statu- 
tory exemption from taxation of twenty- 
five domestic fowls to each family. The 
three classes of property with which we 
are dealing—farm machinery, livestock and 
poultry—are taxable for state purposes 
only, at the rate of fifty cents on the $100. 
We have said that the original responsi- 
bility is placed by statute upon the taxpayer 
to list and value his property accurately. 
At that point we did not mention another 
statute which looks at valuation from the 
angle of the tax commissioner. This stat- 
ute, K. R. S. 132.450, is little known but 
exceedingly important from the standpoint 
of securing correct assessment. It reads, in 
part: “Each tax commissioner, from his 
knowledge, from information in property 
schedules and from such other evidence as 
he may be able to obtain, shall assess all 
the real and personal property in his county 
at its fair cash value and the property of 
one person shall not be assessed wilfully or 
intentionally at a lower or higher relative 
value than the same class of property of 
another.” We shall refer later to these two 
legal sides to the valuation process, namely, 
original self-assessment followed by valu- 
ation by the tax commissioner. They have 


particular application to the problem be- 
fore us. 


When we look at the principles govern- 
ing valuation, we usually see double. We 
think we observe two stars to guide us: 
one, the judicial term, equality; and, the 
other, fair cash value. We are told by the 
courts that when we are unable to steer 
by both stars, we should give priority to 
the principle of equality. Then we shall at 
least have what we like to speak of as fair- 
ness and uniformity. But when we have 
Stayed out under the skies a little longer 
until our eyes are better adjusted to dis- 
tance, we discover that, whereas at first 
we thought there were two beacon lights 
shining for our guidance, there is in reality 
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only one—and its name is fair cash value. 
If we steer faithfully by it, we find that, 
strangely enough, we have attained what 
we had vainly sought before—fairness and 
uniformity. Equality comes automatically 
by adherence to the yardstick of fair cash 
value. 


Groundwork for Implementing 
Valuation 


The few generalities usually presented 
concerning valuation of rural personal tan- 
gibles are familiar to us all: The assessor 
should consult dealer lists for market prices; 
he should require a listing of property by 
the owner; in the case of machinery he 
should allow for depreciation due to wear 
and tear or obsolescence; and regarding 
the prices of livestock, he should look up 
the market quotations in the newspapers. 
These principles are weak or insufficient in 
that they all place the burden of an exceed- 
ingly involved valuation process upon the 
local assessor, and this overworked official 
has shifted the delicate burden to the 
shoulders of the happy taxpayer. But the 
unhappy result is the same catastrophe 
which would come to a movie house if it 


’ should decide to charge for tickets as little 


as its patrons chose to pay. I finally con- 
cluded, after much reading, that a set of 
valuation tables, similar to the “Blue Book” 
for automobiles, is needed to serve as a 
standard guide for tax commissioners. If 
such tables should prove feasible, I thought, 
the Department of Revenue might find 
them profitable toward reaching its goal of 
full value assessments. 


Valuation Tables 


It was quite evident that many compro- 
mises must be made in order to use stand- 
ardized tables. Our director and I agreed 


“that it would be unreasonable to compute 


a separate table of values for the products 
of the several companies which manufac- 
ture farm machinery. We concluded that 
present high prices of used farm machinery, 
due to war-created shortages, had thrown 
customary depreciation rates to the winds. 


‘We used the price for a piece of new ma- 


chinery arid deducted depreciation allow- 
ances from this price in order to arrive at 
the value, for assessment purposes, of a 
second-hand machine. 


A further knotty factor faced us in the 
range of prices which one company had 
for the same machine. This complication 
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was due to the extra parts which farmers 
might purchase for a tractor and thus add 
to its price. Equipping tractors with such 
additions as hydraulic controls, two wheels 
in front, and self-starters would cause the 
price to increase. A one-plow tractor thus 
might sell all the way from $700 to $900. 
Of course, many farmers would take the 
plain tractor at $700, whereas others would 
choose one or more additions from a score 
of possibilities. We concluded that the as- 
sessor could not be expected to check for 
so many minute details to determine price 
differentials; and we chose, therefore, a rea- 
sonably low price that approached the 
average minimum price for all companies. 
Table 1 (below) is for non-tractor machinery 
and Table 2 (p. 71) for tractor type. The 
tables are not designed for valuation of 
midget tractors used for garden purposes, 
such as the Bradley machine sold by Sears 





Roebuck. As for valuation of hand equip. 
ment like shovels and hoes, an arbitrary 
lump sum is recommended. 


Valuation of livestock is provided for in 
Table 3 (p. 72). Again compromises were 
needed. An allowance for transportation 
costs had to be made in the market prices 
quoted in the newspaper, and minimum 
prices were followed in establishing taxable 
values. I was informed at the University 
Experiment Station that only the news- 
paper quotations which are checked by the 
Department of Agriculture are trustworthy. 
The fact of federal inspection will be indi- 
cated in the introduction to each report by 
the presence of the initials USDA or the 
full name, United States Department of 
Agriculture. Reports carried by the Cin- 
cinnati Enquirer and the Louisville Courier- 
Journal are federally inspected. Reports 
published in the small livestock marketing 










Table 1. Values of farm implements (tractor and tractor 
equipment not included)—1942? 
Out of use 
Older than but 
Price Syearsold 5 years but Over 7 susceptible 
Machine new or less less than 7 years old of repair 

Gang plow ..... .... $120.00 $ 90.00 $ 72.00 $ 60.00 $ 40.00 
ere 65.00 48.00 39.00 32.00 21.00 
Three-horse plow ........ 22.00 16.00 13.00 11.00 7.00 
Two-horse plow ......... 20.00 15.00 12.00 10.00 6.00 
Disk harrow . 50.00 37.00 30.00 25.00 16.00 
Cultipacker ........... .. 65.00 48.00 39.00 32.00 21.00 
A eee tor 30.00 22.00 18.00 15.00 10.00 
Cultivators: 

Two-horse riding .. 65.00 48.00 39.00 32.00 21.00 

Two-horse walking .... 40.00 30.00 24.00 20.00 13.00 
Corn planter: 

"EWOPNOPEE 65 i055 os wciels 75.00 56.00 45.00 37.00 25.00 

One-horse ........ 20.00 15.00 12.00 10.00 6.00 
Grain drill .....:. 135.00 101.00 81.00 67.00 45.00 
Plant setter . 100.00 75.00 60.00 50.00 33.00 
Mower ...... 80.00 60.00 48.00 40.00 26.00 
Rake: ; 

Sulky . . 40.00 30.00 24.00 20.00 13.00 

Side delivery .. 140.00 105.00 84.00 70.00 46.00 

Sweep (bull) . 50.00 37.00 30.00 25.00 16.00 
_ 2 eres 385.00 288.00 231.00 192.00 128.00 
Manure spreader . 160.00 120.00 96.00 80.00 53.60 
Grain binder .......... 225.00 168.00 135.00 112.00 75.00 
oO ge eee ee 85.00 63.00 51.00 42.00 28.00 
ee 20.00 15.00 12.00 10.00 6.00 
Hay frame ... 15.00 11.00 9.00 7.00 5.00 
Cream separator 80.00 60.00 48.00 40.00 26.00 
Corn sheller . 16.00 12.00 9.00 8.00 5.00 
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*The average cost new was computed by George B. Byers, University of Kentucky Experi- 
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Table 2. 


Price 
new 
One-plow tractor ......... $ 899.00 
Two-plow tractor ....... 1,095.00 
Three-plow tractor 1,400.60 
One-bottom plow 114.00 
Two-bottom plow 135.00 
Tractor disk, S'ft.:. .25)) «. 100.00 
Tractor disk, 6 ft. ........ 129.00 
Tractor Gwe, 7 ......2-. 142.00 
Tractor disk, 8 ft. and over 
Tractor cultivator, two-row 
Tractor mower .. 

Tractor binder .. SiS4 
Combine-power take off ... 
Pick-up baler .... 

Corn pickers . 

Ensilage cutter . ee 
Stationary power baler .... 
Feed grinder .... 

Corn sheller . 

Shredder 

Thresher .... 


Machine 


165.00 
152.00 
146.00 
314.00 
652.00 
1,026.00 
543.00 
342.00 
520.00 
123.00 
137.00 
734.00 
1,415.00 


Syearsold 5 years but 
or less 
$ 674.00 


1,050.00 


1,061.00 


Values of tractors and tractor equipment—1942? 


Out of use 
but 
susceptible 
of repair 
$299.00 
365.00 
466.00 
38.00 
45.00 
33.00 
43.00 
47.00 


Older than 
Over 7 
years old 
$449.00 
547.00 
700.00 
57.00 
67.00 
50.00 
64.00 
71.00 


less than 7 

$539.00 
657.00 
840.00 
68.00 
81.00 
60.00 
77.00 
85.00 


821.00 


85.00 
101.00 
75.00 
96.00 
106.00 


123.00 
114.00 
109.00 
235.00 
489.00 
769.00 
407.00 
256.00 
390.00 

92.00 
102.00 
550.00 


99.00 
91.00 
87.00 
188.00 
391.00 
615.00 
325.00 
205.00 
312.00 
73.00 
82.00 
440.00 
849.00 


82.00 
76.00 
73.00 
157.00 
326.00 
513.00 
271.00 
171.00 
260.00 
61.00 
68.00 
367.00 
707.00 


55.00 
50.00 
48.00 
104.00 
217.00 
342.00 
181.00 
114.00 
173.00 
41.00 
45.00 
244.00 
471.00 


2 The average cost new was computed by George B. Byers, University of Kentucky Experi- 


ment Station. 


centers of the state may not be considered 
reliable because of the frequent practice of 
representing top prices received for best 
grades as being typical in order to entice 
farmers and dealers to bring their livestock 
to those markets. The quarterly report, 
Crops and Markets, a publication of the 
Department of Agriculture, is, of course, a 
dependable barometer for average prices. 
It was from this source that prices for 


horses and mules were obtained for Table — 


3. The low value for horses given there 
reflects the almost unique distinction, held 
by these animals during the war period, 
of being a surplus product in a time of 
general shortages. Because of price differ- 
entials arising from the varying quality of 
calves and cattle, values for these livestock 
have been arranged in the table for three 
separate grades. The table is not designed 
to serve as a guide for valuation of pure- 
bred livestock maintained for breeding pur- 
poses, nor for race horses, trotters and 
saddle horses. 


Table 4 (p. 73) for valuing chickens, 
ducks, geese, guineas and turkeys, is also a 
product of compromise. Because Thanks- 
giving Day is nearly five month from July 1, 
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the turkey does not rate so high a value on 
the assessment date as we might expect. 
Since the few salable young turkeys are 
small in size by July 1 and old turkeys, 
though heavier, bring a lower price per 
pound than the young, the values of the 
young and old tend to approximate each 
other. The prices of hens and roosters 
have ebbed by July 1. 


. 


Objective of Tables 


Every attempt should be made to test 
the validity of any valuation guide, such 
as a set of tables, to see if it measures, 
with reasonable accuracy, what it is de- 
signed to measure. Recently a professor 
addressed his class thus: “I want all of 
you to know right now how I grade. 
Today I may mark your paper an ‘A’; 
tomorrow I might give the same paper an 
‘F.’, Now that you see I am human, I hope 
you will know what to expect.” Tables are 
objective. In assessing the property of a 
widow, do they say, “Now, this woman 
has a small dairy herd, a flock of chickens, 
several hogs, and five children. She has a 
hard life, making her way alone like this. 
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We'll just pass her up this year’? No. Because of the difficulty of discovering Hower 
Tables might start that way, but they and assessing rural tangible personalty, self. | sot “thi 
would end this way: “To prevent those listing by the taxpayer is a necessity. ]; § caUS¢ of 
children from being classed as ignorant probably would be helpful to give the valy. | have 4 
swine all their lives, we will assess the ation tables to the taxpayer along with his § is Of ™ 
property at full value. The only way to _ blank for self-listing. The tables would serye § valuatio 
give them a decent life is to provide them as an indicator of value and as a check-list § self as a 
with good schools, and that means taxes.” to prod his memory. An outstanding virtue § needs t 
Can you hear a valuation table say, “This of tables is that they present, in black ang § vents. 
is my brother-in-law,” or “This woman is white, reasonably low values for the tax. § which t 
a member of my church,” or “This man _ payer’s property. They lift the burden of § then ce 
controls a lot of votes,” or “This G. I. had _ proof off the shoulders of the assessor and §  TeSI 
no use for that tractor. It’s not worth as place it upon those of the property owner. the per: 
much to him at it would be to someone accordi 
else”? The answer is, of course, “No.” it to th 
Tables turn a deaf ear to all these temp- Assessor's Task mayest 
tations. Soon the problem of valuation will fact is 
be even bigger than now. Farm labor is Ideally speaking, the tax commissioner or | "°Y° ; 
scarce and wages are high. Labor-saving his deputies will need to make personal visits —— 
machinery and the farmer’s well-filled purse to every property owner. If this is beyond violate 
to purchase it, will be the answer. Our the wets al She: ton cumnncioneits Meinl he doe: 
ex-service men will also purchase power- field f visi oil oars ey instead 
driven machines because the war has ac- eld staff, visits should certainly be made tinues, 
customed them to their use. Rural electri- ere and there about the district so that tax- favorit 
fication and extensive road building will Payers will realize that a sample check will lose tl 
give energy and opportunity for greater be made annually. It should be made evi- do not 
agricultural expansion. Valuation tables can dent, by at least a partial view of the tan- J they « 
be the assessor’s own labor-saving devices gible personal property, that the visit is in Low v 
to meet this developing situation. the line of professional duty. and a: 
iy : f An 
Table 3. Valuation of Livestock *® perfor 
Hogs praise 
Calves (Pounds) the b 
(Pounds) GoodtoChoice Medium Culls Shoats-pigs have; 
50-100 pene $ om “on 50-100 $9.75 | budge 
100-150 18. 15.00 2 ‘ board 
150-200 26.25 21.00 15.75 ped jo to be 
200-250 33.75 27.00 20.25 first | 
250-300 41.25 33.00 24.75 Barrows and Gilts officis 
Cattle 200-250 29.25 
(Pounds) 250-300 35.75 -— 
300-400 49.00 35.00 21.00 300-350 42.25 ‘ 
400-500 63.00 45.00 27.00 » ene 
500-600 77.00 55.00 33.00 ow — TI 
600-700 91.00 65.00 39.00 Sows and Boars quot 
700-800 105.00 75.00 45.00 400-450 55.25 play 
800-900 119.00 85.00 51.00 450-500 61.75 of tl 
900-1000 133.00 95.00 57.00 500-550 68.25 jure 
1000-1100 147.00 105.00 63.00 a co 
1100-1200 161.00 115.00 69.00 550-600 wis: cam 
1200-1300 175.00 125.00 75.00 650-700 81.25 Ft insis 
1300-1400 189.00 135.00 81.00 Sheep proc 
1400-1500 203.00 145.00 87.00 Ewes, each 8.00 
1500-1600 217.00 155.00 93.00 Rams, average 12.00 C 
1600-1700 231.00 165.00 99.00 pene h 11.00 oO 
1700-1800 245.00 175.00 105.00 a I 
1800-1900 259,00 185.00 111.00 Mules, per head —100.00 iad 
1900-2000 273.00 195.00 117.00 Horses, per head 55.00 ap 
3’ Purebred livestock, maintained for breeding purposes, are not considered here—nor race pa 
horses, trotters and saddle horses. 
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However, in the final analysis, as an asses- 
sor “thinketh in his heart, so is he.” Be- 
cause of the very nature of the property we 
have under discussion, his official attitude 
is of major importance in any method of 
valuation. He must cease to think of him- 
self as a Snooper or executioner. Instead, he 
needs to cultivate contacts wiht his constit- 
uents. There are two Biblical admonitions 
which he should commit, if not to memory, 
then certainly to practice: (1) “Thou shalt 
not respect the person of the poor, nor honor 
the person of the mighty,” and (2) “. . . do 
according to all the law . . . turn not from 
it to the right hand or to the left, that thou 
mayest have good success.” A little known 
fact is that these two ancient laws have 
never been broken. It is well for the tax 
commissioner to remember that when he 
violates the principles of good assessment, 
he does not break a rule—he breaks himself 
instead. The law of good valuation con- 
tinues, but the tax commissioner who plays 
favorites or allows uneven assessments will 
lose the confidence of his public. People 
do not object to full value assessments. What 
they do object to is unequal assessments. 
Low valuations are a plague to a community 
and a snare to the unwitting tax commissioner. 


An assessor truly has many functions to 
perform. When he has the courage to ap- 
praise all property at its true value, he is 
the best attendance officer the school can 
have; he is a superb, though unofficial, 
budget officer; he acts as a secret planning 
board by providing money for a community 
to build for its needs; he is the county’s 
first health officer; in fact, there is only one 
official whose interests he does not pro- 


Table 4. Poultry 


Chickens 
Fryers 
Hens 
Heavy Breed 
Light Breed 
Roosters 
Geese 
Young, 6 months to maturity 


Guineas (Old) 


mote—that person is the jailer. A successful 
assessor brings a new office into the county 
government—that of salesman. When he 
visits among his fellow citizens, he con- 
stantly reminds them that he seeks the best 
attainable services for the county; and be- 
ing more than a wistful dreamer, he knows 
that people get what they pay for: full 
value assessments bring full value services. 
I submit that this unrelenting salesmanship 
is a vital part of valuation. By providing 
a sound basis for good citizen morale and 
assisting both the county and the state 
in the financing of their programs, he be- 
comes the people’s one indispensable public 
servant. 


Devices, such as the ones I have pre- 
sented, may assist the assessor in valuation, 
but the basic ingredient is his own determi- 
nation. His constituents, the Department 
of Revenue, and his conscience, all will ap- 
prove of uniform, full value assessments. 


[The End] 


Surviving Husband and Wiener Case—Continued from page 67 


The defeatist attitude indicated in the 
quotation credited to a Texas lawyer will 
play into the hands of the bigoted enemies 
of the community property system and in- 
jure only ourselves and our clients. Such 
a concept must be rejected. An aggressive 
campaign, based upon a determination to 
insist upon equality under the law, can be 
productive only of good. 


Conclusion 


It is recommended, therefore, that tax 
men in the community property states adopt 
a positive, aggressive attitude with regard 
to estates of married women. Points in- 
cluded in this program might well be: 
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1. Proceed on the theory that the law 
and regulations intended to exclude from 
the wife’s estate everything that would be 
excluded in a non-community property state, 
except that part “caught” by the limitation 
contained in the second sentence; 


2. Attempt to persuade the Bureau to re- 
write the regulations to make this policy 
clear; 


3. Challenge and resist every adverse 
contention or ruling until such a liberal 
interpretation is brought about either by 
the Bureau or by Congress. 

4. Ask Congress to amend the law by 
eliminating the unfair and confiscatory 
second sentence as quickly as possible. 


[The End] 
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N HIS REPORT to Governor Keen 

Johnson at the close of the fiscal year 
1943, Acting Commissioner of Revenue J. 
E. Luckett, referred to the property tax in 
Kentucky as probably one of the most diffi- 
cult to administer effectively and equitably. 
In recognition of the inherent problems 
connected with property assessment and 
property tax administration, specific minor 
steps were taken by the Department of 
Revenue and the Kentucky General As- 
sembly to bring about a more adequate and 
equitable handling of the job to the mutual 
advantage of all taxing authorities and: tax- 
payers concerned. One of the still earlier 
changes, which from an assessor’s point of 
view may or may not have been a reform, 
was the classification of property for tax 
purposes in place of the former general 
property tax. This classification requires 
the assessor to focus his attention upon 
business and manufacturing inventories as 
one important type of taxable property. 























Today, even in a state such as Kentucky, 
the complexity of modern business, multi- 
plicity of ownership organization and the 
use and valuation of business assets make 
the determination of values far from an 
easy task. Before attempting to offer any 
suggestions as to how assessors might ade- 
quately and equitably value merchants’ and 
manufacturers’ inventoried assets, let us 
review briefly the Kentucky Constitution 
and Statutes for legal requirements. 


Section 132.190 of the Kentucky Revised 
Statutes and Sections 171 and 172 of the 
State Constitution specify that all property 
of the same class subject to taxation shall 
be assessed for taxation at a uniform, fair 
cash value, estimated at the price the prop- 
erty would bring at a fair voluntary sale. 
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Section 132.220 of the Statutes make it 
the responsibility of- every person who 
owns taxable real or personal property in 
the state to list or to have listed between 
July 1 and September 1 of each year such 
property with the tax commissioner of the 
county where it is located. Then in accord- 
ance with Section 132.440, the taxpayer is 
administered an oath, subject to penalty 
for false swearing, to the effect that he is 
rendering a complete list of all taxable 
property owned as of July 1, on which he 
has placed a fair cash value. Here we see 
the basic requirements of fair cash value, 
uniformity, and taxpayer responsibility for 
initially fixing the full, fair market value. 


These provisions, if the matter stopped 
here, would make the job practically one 
of self-assessment by the taxpayer. Section 
132.450 of the Statutes, however, puts the 
final responsibility specifically upon the tax 
commissioner in words of this nature: 


“Each tax commissioner, from his knowl- 
edge, from information in property sched- 
ules, and from such other evidence as he 
may be able to obtain, shall assess all real 
and personal property in his county at its 
fair cash value and the property of one 
person shall not be assessed wilfully or 
intentionally at a lower or higher relative 
value than the same class of property of 
another. It shall be his duty personally or 
through a deputy to see in person or to 
call at the residence, usual place of abode 
or business of all taxpayers who have not 
listed their property or whose property is 
not well known by him to secure the assess- 
ment lists and to view the property when 
practicable to do so. Any taxpayer may 
designate on his assessment schedule any 
property which he does not consider to 


January, 1947 @e TAX ES—The Tax Magazine 


be subj 
duty of 
and foll 
Revenu 
propert, 


Now 
duty de 
his owr 
ing the 
for inst 
books © 
payer? 
Revisec 
eral Po 
of Rev 

“The 
pointec 
mony ¢ 
record: 
any ta: 
ords, ¢ 
knowle 
any ta: 
necess: 
forma! 


So, 
boils d 
by ta: 
assessi 


Fair, 
and | 


Nov 
and u 
have | 
of th 
and e 
as th 
Speak 
cers | 
Engit 
asses: 
man 
equal 
using 
this 
get c 
of th 
use | 
asses 
In tl 
Indic 
of as 
Flor: 
wher 
men, 
taxp 
respc 


Valu 


be subject to taxation and it shall be the 
duty of the tax commissioner to obtain 
and follow advice from the Department of 
Revenue relative to the taxability of such 
property.” 


Now what further legal authority and 
duty does the local assessor have to use 
his own discretion and judgment in assess- 
ing the property of a taxpayer? Does he, 
for instance, have the right to examine the 
books and business documents of a tax- 
payer? Section 131.130 of the Kentucky 
Revised Statutes, under the heading “Gen- 
eral Powers and Duties of the Department 
of Revenue,” says: 


“The department, by representatives ap- 
pointed by it in writing, may take testi- 
mony or depositions, and may examine the 
records, documents, files and equipment of 
any taxpayer or of any person whose rec- 
ords, documents or equipment will furnish 
knowledge concerning the tax liability of 
any taxpayer, when it deems this reasonably 
necessary for purpose incident to the per- 
formance of its functions.” 


So, in a large measure, the whole job 
boils down to the sworn evidence submitted 
by taxpayers and the resourcefulness of 
assessing authorities. 


Fair, Complete, 
and Uniform Assessment 


Now what is meant by fair cash value 
and uniformity of assessment? Many. who 
have been concerned with this question are 
of the opinion that the terms imply fair 
and equal treatment to the taxpayer as well 
as the fulfillment of a job requirement. 
Speaking at a conference of assessing off- 
cers held in Boston in 1944, the State Tax 
Engineer of Maine emphasized that the 
assessor must sell the idea to each business 
man or firm that he honestly desires to 
equalize the assessments and that he is 
using a common yardstick for all. When 
this is done, he asserts, the assessor can 
get cooperation from seventy-five per cent 
of the business men, and he will have to 
use his best judgment by comparison in 
assessing the other twenty-five per cent. 
In the same vein, a township assessor of 
Indiana, speaking before a similar group 
of assessors at a conference in Jacksonville, 
Florida, in 1941, stated that he found that 
when the program was known by business 
men, the customary percentage of large 
taxpayers wishing to evade their share of 
responsibility was surprisingly small, but very 
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determined; and that those few who were 
determined not to cooperate strengthened 
their efforts through the employment of 
attorneys, engineers, and college professors, 
a privilege denied the smaller taxpayer. 
Therefore, the responsibility for fair deal- 
ing in this field, he thinks, greatly depends 
upon the attitude of the assessing officer 
and his corps of assistants. The Illinois 
Assessors’ Manual, one of the best yet pre- 
pared for the assistance of local assessors, 
urges the idea that the assessor can and 
must convince businessmen that he is carry- 
ing out his duties efficiently by making an 
accurate and uniform appraisal. The really 
important thing, in an opinion expressed 
by an assessing official at a conference in 
Boston in 1939, is that the merchants and 
manufacturers know that they are being 
assessed on the same basis as their com- 
petitors and that the amount of the assess- 
ment no longer depends upon the ability 
of the taxpayer to present his case to the 
assessing authorities. The result in the in- 
stance referred to by this official was that 
this mutual understanding brought a con- 
siderable increase in revenue at a lower 
tax rate and an overall improvement in 
assessment relationships under a tax situ- 
ation more conducive to sound business. 


Basic Information 


Obviously, the assessor, in order to do 
the job, must have some source of infor- 
mation on which to proceed. It is doubtless 
expecting much of the assessor, even if ade- 
quate personnel were available, to ask him 
to walk into a store or manufacturing con- 
cern, look around, and arrive at any accu- 
rate idea of the value of a merchandise, 
machinery and equipment inventory. Much 
reliance must be placed upon data furnished 
by the business taxpayer, aided and guided 
systematically by the policies of the assess- 
ing authorities. It seems to be recognized 
generally that as a starting point one can 
get nothing more definite than the owner’s 
actual records; but it has been found ad- 
visable to have some system worked out 
beforehand for getting all the information 
in the form desired. This, in the opinion 
of many, constitutes about eighty per cent 
of the assessment and valuation job. An 
up-to-date check list, serving about the 
same purpose as that of tax maps in the 
case of real property, and the mandatory 
preparation by the taxpayer of a standard 
return, are essential to the discovery and 
valuation of personal business property. 
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Whenever deemed necessary and prac- 
ticable, the local tax commissioner, on the 
authority of the Department of Revenue, 
may find the business balance sheet and 
inventory schedules most helpful in his 
investigation. Those are the most reveal- 
ing sources, short of physical contact, for 
assessment estimated. Inventories represent 
a considerable bulk of taxable business per- 
sonal property in Kentucky, and inventory 
figures probably reflect a close approxi- 
mation of fair market value; and, at least 
in the judgment of the business manage- 
ment, these book values will continue to 
reflect cash value as long as he is in the 
business of producing, using or selling such 
inventoried goods. 


In most businesses, balance sheet inven- 
tory figures, shown in total on the state- 
ment, are usually supported by detailed 
inventory sheets, showing a count and the 
prices of the separate items included in 
the total figure. In doubtful cases where 
investigation is deemed necessary, access to 
these may be had. Inventories are gener- 
ally carried at cost or market, whichever 
is the lower. The most recent purchase 
invoices will most nearly give the fair mar- 
ket value, with adjustments to recognize 
fluctuations in market value subsequent to 
the purchase of the goods. The exercise of 
discretion and good judgment calls for a 
further reasonable allowance for inventory 
shrinkage, depending upon the nature of 
the goods inventoried. In an average mer- 
cantile concern, a monthly shrinkage not 
in excess of three per cent of gross sales 
is reasonably expected by the business man. 


If the inventory is taken at some date 
before July 1, the assessor or the taxpayer 
can make a reasonable reconciliation as of 
July 1 by taking the last inventory, adding 
to it purchases up to July 1, and subtract- 
ing the cost of goods sold during the same 
period. If business records do not show the 
cost of goods sold, this can be estimated 
by what is called the “gross profit method,” 
which is simply using net sales reduced by 
a percentage equal to the average margin 
of gross profit on sales as realized over 
prior periods, 


There are several other means of check- 
ing the accuracy of balance sheet inventory 
figures: Inventories, if available in sufficient 
detail may be spotchecked by actual observ- 
ance of a part of the taxpayer’s stock. 
Items may be checked against reports to 
stockholders; reports to the Secretary of 
the State; income tax returns, in extreme 
cases, upon the authority and initiative of 
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the Department of Revenue; machinery and 
equipment catalogs, daily market quotations 
for many forms of raw materials; and by 
comparison with other businesses. 


Suggested Techniques 
of Assessment and Valuation 


Our discussion can be made more pointed 
by looking at some procedures followed 
elsewhere. Consider, for example, the pro- 
cedure followed in a Texas city, as ex- 
plained at a recent conference of assessors: 


Stock of merchants: This city patterns 
an assessment form in accordance with a 
plan outlined in the Texas statute. With 
that form in hand, a deputy makes a per- 
sonal call on each business as soon after 
the end of the fiscal year as practicable, 
With him he has his guide book or a check- 
list containing descriptions and figures of 
the previous year. When he calls upon a 
merchant, he asks permission to see or 
obtain a copy of the merchant’s last inven- 
tory. If this is refused, he secures an oral 
rendition from the business man, at the 
same time looking around to size up the 
stock and making memoranda as to what he 
thinks about the accuracy of the rendition. 
After the field men have completed the 
taking of renditions of all merchants, the 
tax office goes over them, observes any 
information taken by the field men, com- 
pares the renditions with the assessment 
made before, and makes an entry indicating 
the amount deemed fairly correct. When 
inventories are submitted, it is usually 
required that the taxpayer rearrange and 
work out any necessary adjustments to 
reflect the true inventory as of the assess- 
ment date. The same standards for valu- 
ation of stocks are used from year to year, 
and this city feels confident that it has been 
fairly successful in maintaining uniform 
standards and equity in assessments. 


The County Tax Supervisor of Winston- 
Salem, North Carolina, explains that city’s 
procedure as follows: 


Inventory returns: It is a requirement of 
this county that all firms and corporations 
secure forms January 1 of each year and 
make their own merchandise inventory re- 
turns for taxation. They are advised of the 
percentage accepted and are warned that 
in the event their local returns fail to con- 
form with a true book value as reflected by 
their state franchise or income tax report, 
the tax on an assessment for the difference, 
plus late-listing penalties, will be levied 
against them. Here a problem was en- 
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countered: Inventories as shown on state 
reports may be as of any date between 
December 31 and July 31. County returns 
of inventories are required, by statute, as of 
December 31. It is now the problem of the 
assessor to coordinate these returns. This 
is comparatively simple when dealing with 
a firm or domestic corporation, inasmuch 
as the assessor may contact the agent or 
oficer that made the county return and 
secure an accounting. 


This accounting frequently confirms the 
claim for an increased assessment, but in 
some instances it will reveal book values 
that are obviously inflated by reason of 
contract sales agreements, accrued depreci- 
ation not reflected in book values, and 
“business reasons.” In all cases of infla- 
tion, the assessors attempt to establish the 
true value of the merchandise by compara- 
tive appraisal and make adjustments ac- 
cordingly. 


It was found that about thirty-eight per 
cent of assessed personalty is represented 
by merchandise inventory returns, which is 
by practice given a uniform valuation of 
seventy per cent of true book value. 


Hartford, Connecticut, follows a similar 
plan. There each merchant and manufac- 
turer is forwarded an affidavit form to be 
filled in and sworn to, giving the book 
value of goods, machinery, etc. If their 
method of accounting for book value differs 
from that outlined in the affidavit, an expla- 
nation is required and their method reduced 
to the assessment basis. When the forms 
are all in, the office at least has all infor- 
mation reported on the same basis. The 
manufacturing affidavit requires a report on 
raw materials, supplies, work in process, 
finished parts, machinery and equipment, 
and office furniture and equipment. The 
merchants’ form requires book value of 
merchandise and fixtures. Adjustments and 
reduction to a common basis resulted in 
increases up to thirty per cent in some in- 
stances and decreases as much as fifty per 
cent in others. Notable improvements were 
witnessed and only twelve appeals were 
taken to the review board in two years 
experience, and none to the courts. 


The uniform valuation methods employed 
in this instance ran as follows: 


Raw materials: Value of the average quan- 
tity on hand for the year ending July 1, 
determined by cost or market value, which- 
ever was lower, plus freight, less an allow- 


ance of five per cent for obsolescence, 
shrinkage, etc. 


Valuation of Inventories 


Supplies: Same method as used for raw 
materials, supplies including all items sub- 
sequently going into overhead expense, in- 


cluding small tools, such as drills, files, taps, 
dies, etc. 


Work in process: The value of the aver- 
age quantity on hand for the year ending 
July 1, determined by using the value of 
material in accordance with the valuation 


of raw materials plus the cost of direct 
labor. 


Finished goods: Valued in the same man- 
ner as work in process, the difference being 
one only of degree in the éxtent to which 
finished goods included more raw materials 
and direct labor. 


Machinery and equipment: Including power 
plant, furnace, jigs, fixtures, appliances, etc., 
but not including items previously charged 
to an expense account, such as patterns, 
dies, small tools, etc., which may be on 
hand at the tax date. The appraisal is made 
on the basis of net value on hand on July 1, 
ascertained from invoices and freight. If 
invoice cost is not ascertainable, the basis 
taken is that used for federal income tax 
purposes. An allowance for depreciation 
and obsolescence is computed at the rate 
taken and allowed in the federal income tax 
return, but not to exceed eighty per cent 
of the basic value. As long as the items 
are retained in use, each such asset is as- 
sessed as a minimum of twenty per cent 
of its cost or other basic value. 


The Illinois law, like that of Kentucky, 
specifies “fair cash value.” In compliance 
with that criterion, the Illinois Assessors’ 
Manual suggests to assessors in that state 
procedures to be followed in valuing the 
three principal groups of business personal 
property. These suggestions are applicable 
to Kentucky. 


Office and store furniture and fixtures: The 
furniture and fixtures of an average office 
or store are fairly well standardized, and 
not a great deal of difficulty should be had 
in assessing this class of property. Values 
for desks, chairs, bookcases, filing cases, 
safes, tables, cash registers, adding machines, 
typewriters, etc., are readily available from 
catalogs, and these replacement prices should 
be used by the assessor as a basis for his 
appraisals. (See table at top of page 78.) 


Machinery and equipment: The most im- 
portant factor in this category, in the opin- 
ion of Illinois assessing authorities, is that 
competing businesses shall be assured similar 
treatment in the assessment of their prop- 
erty. Once they are convinced that the 
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of ordinary office 
furniture or 


Age in years fixtures 
1 80% 
2 70 
3 60 
4 50 
5 45 
6 40 
7 35 
8-10 30 
11-15 25 
Over 15 20 


Suggested full cash value, as percentages of replacement cost: 
Composite for all items 


Typewriters, 
Adding machines, 
Calculating 
Cash registers machines 

75% 70% 

65 60 

55 50 

45 40 

tu 30 

35 25 

30 20 

25 20 

20 20 

20 20 








assessor is making an effort to treat all 
business on the same basis, they will be 
glad to assist in making uniform assess- 
ment possible. In carrying out this prin- 
ciple, the Office of the Tax Commissibdner 
has formulated extensive tables showing 
standard fair cash values, depreciation allow- 
ances, and other information for frequently 
encountered types of machinery and equip- 
ment. Where custom-built and other non- 
standard equipment is encountered, the 
use of book value with reasonable allow- 
ances for depreciation is deemed satisfactory. 


Merchandise, goods on hand and in process: 
Here the Illinois Commissioner of Revenue 
agrees that reliance must be put on the 
business’ inventory, taken as of the tax date 
or as near it as possible. If the inventory 
is subsequent to the tax date, adjustment 
will be necessary by adding the cost of 
purchases since the tax date and deducting 
the cost of goods sold since that date. The 
result is the cost of all goods in the hands 
of the merchant as of the tax date. This 
will require the cooperation of the merchant 
or an inspection and fair estimation on the 
part of the assessor. The full fair cash value 
will, of course, be equalized at the level 
prevailing for property generally in the 
same taxing districts. It may be that goods 


on hand. will be carried in the merchant’s - 


books at cost; in this case it will be neces- 
sary for the assessor to allow a write-off if 
there has been a decline in market values 
since the time of purchase, or to make an 
addition if there has been an advance in 
market prices. 


Summary 


What has been said here may be summed 
up for an assessor who wishes to use the 
best procedures under these following prin- 
ciples: 


1. The tax office should make a conscious 
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effort to convince the taxpayer that a policy 
of uniformity and equity is being followed. 


2. The tax office should build up and 
maintain a current checklist of all business 
taxpayers in its district, with as far as 
possible a perpetual list of their taxable 
assets. 


3. Assessment forms designed and fur- 
nished by the Department of Revenue, as 
prescribed in the Statutes, should be used 
in the professional spirit of the law, and 
the local assessor should feel free to call 
on the Department of Revenue for help 
and cooperation at any time it can be of 
material assistance. 


4. The use of business records and the 
cooperation of business is essential, but the 
final assessment should reflect the best 
judgment of the tax office as it reduces data 
of one sort or another to a uniform, fair 
cash value basis. 


5. In arriving at a fair cash basis of 
assessment, all possible use should be made 
of supplementary sources of information, 
such as catalogs, market quotations, reports 
and other currently published business data, 
which might well be accumulated to form 
the assessor’s library. 


6. As a general rule, the practice should 
be followed of making physical contact with 
the property being assessed, and personally 
contacting the business man. 


As one official summed up the situation: 
“We all know that it is humanly impossible 
to assess millions of dollars worth of prop- 
erty consisting of thousands of kinds of 
goods and types of machinery, and be able 
to prove conclusively that the assessment 
represents fair market values as of a spe- 
cific date. We can, however, by the appli- 
cation of sound principles, arrive at a basis 
which will represent a value approaching 
fair market value and which will result in 
Proportionate Assessment.” [The End] 
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Guirenb 


Of dither 


in the Field of Taxation 


Profit Sharing and Pension Plans 


Profit Sharing and Pension Plans (Laws 
and Taxes), K. Raymond Clark. Commerce 
Clearing House, Inc., 1946. 416 pages. 


(This book and the companion volume 
by C. Morton Winslow, reviewed below, 
are priced at $6.50. They will not be sold 
separately.) 


3efore 1942, the popularity of profit 
sharing and pension trusts and stock bonus 
plans increased proportionately to the higher 
earnings and tax rates, and their misuse 
as tax avoidance devices for the principal 
shareholders and officers of corporations, 
seriously menaced the federal revenues. 
The Revenue Act of 1942, however, amend- 
ing Sections 23(p) and 165 of the Internal 
Revenue Code, went far to insure that such 
plans serve the end for which they were 
originally intended. The chief reform ef- 
fected by the act provided for a broader 
coverage of employees and against discrimi- 
nation as to contributions and benefits in 
favor of high-salaried employees and execu- 
tives. But while Congress has thwarted 
employers who adopt benefit plans from 
purely selfish motives, it does not deny the 
tax advantages granted since the Revenue 
Act of 1921 to those who conform to the 
letter and the spirit of the law. Further- 
more, although the author of this book 
takes exception to the Bureau’s stand on 
certain issues, he asserts that its adminis- 
tration of Sections 23(p) and 165 has been 
generally reasonable and fair to the tax- 
payer. 


The tax problems: presented by profit 
sharing and pension plans are considered 
here in four categories. Chapter I outlines 
the legal factors to be weighed in creating 
and maintaining a “valid” plan, explains 
the relationship between the terms of the 
plan and those of law, and describes the 


Current Books of Interest 


authorities, rights and duties of the vari- 
ous interested parties. In Chapter II, the 
attributes which must exist in a qualified 
plan or trust are set forth in some detail. 
Chapter III discusses the deductions allowed 
the contributing employer, and Chapter IV 
the tax treatment of employees and their 
beneficiaries. The provisions of the Code 
and the Federal Income Tax Regulations 
governing pension, profit sharing and stock 
bonus plans, appear in two appendices. 


Profit Sharing and Pension Plans (Practical 
Planning and Administration). C. Morton 


Winslow. Commerce Clearing House, Inc., 
1946. 272 pages. 


(This book and the companion volume 
reviewed above are priced at $6.50. ‘They - 
will not be sold separately.) 

This study is concerned primarily with 
the selection of suitable plans for compa- 
nies that contemplate the organization of 
employee benefit systems, and the princi- 
ples of effective operation in plans that 
already exist. 


The theory of profit sharing rests on the 
truism that there is no substitute for pro- 
duction, and that labor, management and 
capital “are each entitled to a fair share 
of what is produced.” For the welfare of 
all three groups, the author insists, plans 
should be based on “sound business expedi- 
ency,” not on charity. “There is nothing 
to be condemned in this attitude; it is, 
rather, the approach to be cultivated and 
developed.” 


A survey reported by a subcommittee of 
the Senate Committee on Finance, in 1939, 
demonstrated that profit sharing systems, 
properly set up and administered, rewarded 
the companies which installed them with 
an increase in efficiency and a reduction in 
strikes. Of the types of plans studied, the 
profit percentage type proved most suc- 
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cessful. Mr. Winslow agrees with the con- 
clusion that plans in which the employees’ 
funds are held in trust for future use, show 
better results than those in which the profits 
are distributed periodically. 

The experience of many companies testi- 
fies that employees and employer often 
find that plans established and operated 
through joint conferences are mutually ad- 
vantageous, especially for the improvement 
and maintenance of morale, 

In addition to Mr. Winslow’s classifi- 
cation and analysis, three specimen plans— 
a wholly insured pension trust agreement, a 
profit sharing plan, and a trustee invested 
pension plan—appear in the appendix. 


Master Tax Guide 


U. S. Master Tax Guide—1947. Com- 
merce Clearing House, Inc., December, 1946. 
384 pages. Single copies, $2; 10 copies, $16; 
25 copies, $39. 

No important phase of the federal income 
tax law is neglected in this up-to-date pub- 
lication, based on the Internal Revenue Code 
as amended, the official Treasury Regula- 
lations, and controlling court and Tax Court 
decisions. Designed to save the taxpayer’s 
time and to protect him from costly errors, 
the material presented includes rate tables 
and explains procedure for individuals, cor- 
porations, partnerships, trades and businesses. 
Also discussed are withholding, estimates, 
carry-back of unused excess profits credit, 
capital gains and losses, exclusions from 
gross income, returns, refunds, credits, check 
lists of deductibles, nondeductibles, etc. The 


book is bound durably and contains a topical 
index. 


Section 102 Penalty 


“70%” Distribution of Profits. James J. 
Leahy. Commerce Clearing House, Inc., 
1946. 128 pages. Single copies, $1; 10 copies, 
$8; 25 copies, $18. 

The heavy Section 102 surtax is a threat 
to every corporation which fails to distribute 
its earnings in strict compliance with the 
statutory provisions. This book, which 
undertakes a thorough investigation of the 
application of Section 102 under postwar 
conditions, is a dependable source of in- 
formation to corporations and their counsel 
in determining dividend policy. Among the 
items considered are reasonable and un- 
reasonable accumulations of surplus; factors 
affecting earnings and profits; presumptions 
under statute; tax base; rulings, regulations 
and court decisions. 
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New Treasury Study 


The Postwar Corporation Tax Structure. 
Richard B. Goode. Division of Tax Re. 
search, Treasury Department. December 6, 
1946. 79 pages. 


This study, prepared by a staff member 
of the Treasury’s division of Tax Research, 
considers corporate taxes to be “one of the 
major issues of postwar tax policy.” It does 
not attempt, however, to present a program 
for legislative action, but rather to summar- 
ize the significant factors which must be 
weighed in the formulation of such a program, 

The central problem set forth concerns 
the so-called double taxation of distributed 
corporate profits. After evaluating the argu- 
ments both of those who advocate the pres- 
ent tax and of those who oppose it, the 
author discusses suggested methods for the 
reduction or elimination of double taxation, 
Important among these suggestions are the 
credit-for-dividends-paid plan, which pro- 
poses a tax credit for corporations when 
they pay dividends; the withholding plan, 
in which all or a portion of the corporate 
tax is treated like the present withholding 
on salaries and wages; the dividends-received 
plan, which exempts dividends from the first 
bracket of the individual income tax; and 
the dividend exclusion plan, which excludes 
part of dividends received from the stock- 
holder’s taxable income. 

The study calls attention to the limita- 
tions on the extent of existing double taxa- 
tion of corporate profits. Part of the 
corporate tax may be passed on in higher prices 
or lower wages; at the most, only the dis- 
tributed part of profits is double taxed. The 
report further indicates that many stock- 
holders may have bought purchased stock 
at prices and yields resulting from the antici- 
pated continuance of the corporate tax. If 
the tax should be suddenly repealed or 
reduced, these stockholders would enjoy 
“windfall gains.” 

The combined corporate and individual 
income taxes on distributed profits are shown 
on charts for each of the suggested plans 


Canadian Tax Books 


Canadian Income War Tax Act. Com- 
merce Clearing House, Inc., 1946. 224 pages. 
$2 per copy. 

Contains the full text of the Dominion’s 
income and excess profits tax law. 

Canadian Master Tax Guide. Commerce 
Clearing House, Inc., 1946. 183 pages. $3 


per copy. An up-to-the-minute explanation 
of the Dominion tax system. 
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TALKING SHOP 


By LEWIS GLUICK, Certified Public Accountant 


{ena SHOPTALKER is not a philatelist; 
never has been and does not intend to 
be. Therefore, he is obliged to ask for help 
from such taxperts as are. What is the 
tax status of gains on the sale of stamps. 
either singly or as collections, by a collector, 
not a dealer. Losses being the rule (we 
are well enough acquainted with stamp bugs 
to know that), cases are not to be found. 
But somewhere, sometime, some collector 
must have made some of the profits they all 
dream about. If it isn’t taxable gain, is it 
because the commissioner didn’t hear about it? 


The following comes from a collector oi 
rare federal revenue stamps, Mr. J. K. 
Shallenberger, a member of the faculty of 
Wilson High School, Long Beach, Cali- 
fornia, 

“Wars cost money, as we find out every 
twenty years. Back when the Civil War 
was raging, Victory and Liberty Bonds 
had not been invented. The boys in Wash- 
ington looked over the taxable field. Some- 
one dreamed up a series of revenue stamps 
to effect tax on a long list of legal papers. 
The label on the stamp should match the 
document, he figured; just one kind of 
stamp would not do. By 1870 the list in- 
cluded insurance, passage tickets, warehouse 
receipts, probate of wills and at least two 
dozen others. The face value of the stamps 
ran from one cent to twenty-five dollars, 
with a fifty-dollar stamp without a label to 
cover anything they had missed. What 
happened if someone put a stamp labeled 
‘Inland Exchange’ on a telegram, we don’t 
know. Probably Uncle Sam was more in- 
terested in the face value of the stamp than 
in the face denomination. The system was 
evidently cumbersome, for in 1871 a new 
series of stamps was issued to be used on 
any taxable instrument; the identification 
was dropped. 


“About this time a departure in tax collec- 
tion was tried, which, as far as we know, is 
unique. Manufacturers of playing cards, 
matches, proprietary medicines and some 


Talking Shop 


other taxable goods were allowed to design 
their own stamps, and, under contract with 
the government, had them printed. The 
engraving was superior to the work on the 
stamps of today, but the designs ran a 
gamut and were all frankly advertisements 
of the company and its wares. 


“The match and playing cards generally 
were restrained in design. One notable 
exception was the Byam Carlton Company, 
which designed their stamp so to form the 
wrapper for the box of matches. The 
design shows a portrait of two gentlemen 
with ‘beavers’ and adds a six-line encomium 
on. the virtues of their wares. The stam) 
measures about ‘214 inches by 6% inches. 


“The makers of proprietary medicines 
designed their stamps as private billboards, 
and without noticeable modesty. They ran 
to portraits of the ‘Old Doctor’ who was 
responsible for the particular nostrum. 
Usually he wore a beaver or a walrus and 
was a personification of kindly dignity or 
scientific acuity. With the portrait was the’ 
commercial, which made all the usual ap- 
peals of the patent medicine vendors of 
today. Some used the appeal of pseudo- 
science, some the mystery of origin, while 
others appealed on the basis of antiquity 
of origin. Evidently there were no restric- 
tive laws or any Better Business Bureaus in 
those days. The names of the nostrums 
tell the story of the condition of medicine 
of the times, hint at the lack of faith in 
physicians and the belief in the roots and 
herbs of the village grandmothers. Con- 
sider these titles: ‘Household Panacea’ was 
evidently good for whatever ailed you. ‘Oil 
of Tar’ was probably turpentine and sold 
on an old theory that a medicine that tasted 
bad was the better for its vileness. ‘Elixir 
of Opium’—shades of the Harrison Law! 
For horses there were ‘Mexican Mustang 
Oil’, ‘Galvanic Horse Salve’ and ‘Russian 
Salve’. There was a long line of bitters— 
‘Hop Bitters, Vinegar Bitters’ and a dozen 
others, which likely gave a glow in days 
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when temperance forces kept old ladies out 
of the gin mills of the small towns. 


“There is a bit of history too in business 
survivals. A few of the old companies still 
are going concerns. At least fifty com- 
panies issued match stamps, and fifteen or 
twenty issued playing card stamps. A scant 
half dozen of the proprietary medicines still 
advertise. Did the others fail in the series 
of panics and depressions? Were they 
absorbed by amalgamations of the early 
decades of the twentieth century?” 


Too True To Be Funny 


The completion type of question had not 
beem dreamed up when we went to school, 
but is standard nowadays. In a recent 
exam given to our tax class, we asked this: 





“The tremendous number of administrative 
rulings and court decisions has resulted in 
the wide use of ..... oy 


The blank was to be filled in with “loose- 


leaf services.” One desperate student put 
in “profanity”; and since it was true, 
though unexpected, we gave him full credit. 


Quirk 


Securities become worthless, for tax pur- 
poses as of the last day of the taxable year 
in which worthlessness occurs (Regulations 
111, Article 23(g)-1). So the holding period 
is determined by such last day. Now 
imagine Xavier and Yerkes, each holders 
of stock in the Zebra Corporation. They 
bought their shares on September 1, 1946. 
The corporation goes bankrupt December 1, 
and before the end of that month the re- 
ceiver announces that creditors will get 
little and shareholders nothing. Xavier is 
a calendar year taxpayer. He seems to 
have a short-term loss. Yerkes has a fiscal 
year ending April 30. He seems to have a 
long-term loss. Did Congress intend such 
a discrepancy on identical transactions? 
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Has any taxpayer protested to a court of 
record the seeming inequity? We want to 
know. 


State Payments to Cities 


The Shoptalker thanks Mr. R. B. Welch 
of the State Board of Equalization, Sacra- 
mento, California, for the following: 


“The various state payments to cities are 
as follows: 


“1, Fifty per cent of the fees collected on 
licensing alcoholic beverage businesses within 
a city. (Alcoholic Beverage Control Act, 
Section 37.) 


“2. Forty per cent of the motor vehicle 
license fee (an ad valorem excise tax in lieu 
of general property tax) after certain prior 
claims on the proceeds have been satisfied 
(the amounts required to service certain 
highway bonds and one-quarter of the 
moneys appropriated for support of the De- 
partment of Motor Vehicles). These funds 
are allocated among the cities in proportion 
to population and must be expended ‘for 
law enforcement, for the regulation and con- 
trol and fire protection of highway traffic, 
and for any other State purpose.’ (Rev- 
enue & Taxation Code, Section 11005.) 


“3. One-sixth of the motor vehicle fuel 
(gasoline) license tax collections, after re- 
funds and administrative costs. These funds 
are apportioned among the cities in pro- 
portion to population. One-half of them 
must be spent on state highways within the 
cities; the other half, on construction, im- 
provements, or maintenance of ‘streets of 
major importance.’ (Streets and Highways 
Code, Sections 194 and 203.) In both in- 
stances, the Highway Commission is di- 
rected to spend these funds or cause them 
to be expended; and in the case of the 
one-quarter cent per gallon spent on state 
highways, the Commission is specifically 
authorized to arrange for expenditure 
through city agencies. Consequently, it is 
debatable whether all of this, or any part of 
it, should be regarded as a distribution of 
state moneys to cities. 


“4. State grants were made to counties, 
cities, and districts to defray not more than 
half of the cost of civilian defense activities. 
(Chapter 805, 1943.) No segregation of 
these grants as between counties, cities and 
districts is available, but I understand that 
cities received the bulk of them. They are, 
of course, no longer dispensed, though I 
believe some terminal grants have been 
made in the current fiscal year. 
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5. Counties and cities have recently re- 
ceived grants not to exceed one-half of the 
cost of preparing plans and acquiring rights- 
of-way and sites for postwar public works 
projects. (Chapter 47, Fourth Extra Ses- 
sion, 1945.) 


“6. The legislature in an extra session 
early this year transferred $45,000,000 from 
the Postwar Unemployment and Construc- 
tion Fund to be used for expenditure within 
cities On construction of sewage facilities, 
major streets, schools, and storm drains and 
improvement of existing water-works sys- 
tems, each city sharing in proportion to its 
1940 population. (Chapter 20, First Extra 
Session, 1946.) This money must be matched 
by local funds. No expenditures had been 
made out of this appropriation by June 30, 
1946. 

“In addition to all of the foregoing, the 
City and County of San Francisco receives 
certain funds by reason of its county status. 
In the fiscal year ended June 30, 1944, for 
example, it received the following sums 
from the state: 


Gasoline tax apportionments 
School apportionments . 
Motor vehicle registration fee 
apportionments .... 
Motor vehicle license fee ap- 
portionments 
Welfare grants 
State funds 
Federal funds 


$ 812,914.28 
4,610,687.87 


279,578.86 
394,288.17 


3,404,272.28 
3,005,243.17 


$12,506,984.63 


“San Francisco gets its share of the 
$45,000,000 for city public works under 
‘Chapter 20 of the 1946 extra session and 
also gets its share of another $45,000;000 
appropriated for expenditures within counties. 

“Another source of data on this subject is 
the volume entitled Financial Transactions of 
Municipalities and Counties, which is issued 
annually by the State Controller. For the 
fiscal year 1944-1945, the latest volume 


available, this document shows total receipts 
of cities from subventions and grants of 
$27,917,189.38. In 1943-1944, the amount was 
$26,280,740.47, and in the preceding year it 
was $23,952,914.36. These amounts include 
all subventions and grants received by San 
Francisco, whether in its capacity as a city 
or in its county capacity, and they also in- 
clude some country and federal grants. See 
table at the bottom of this page. 


Citrus Fruit 


When citrus groves are sold with fruit 
on the trees, a portion of the selling price 
must be allocated to the fruit, and the bal- 
ance to the land and trees. So says the 


Commissioner in I. T. 3815. The idea is 
so elementary that we wonder (1) what occa- 
sioned the ruling, and (2) why only “citrus” 
fruit is mentioned. It should apply equally 
to apples or peaches. 


October Reprise 


Mr. I. J. Samuels writes to us about the 
matter of payments to the widow discussed 
in our October issue, and concludes that 
they are fully deductible by the corporation, 
and not to be offset against the income 
derived from the proceeds of the life insur- 
ance policy. There is nothing startling in 
this, but his reasoning is cogent. He also 
discusses the “taxation without representa- 
tion” matter mentioned in the October 


Shop. [The End] 





STATE-COLLECTED TAXES SHARED WITH AND GRANTED 
TO CITIES 


Shared taxes 
Motor 
vehicle 


Alcoholic 


Fiscal beverage 


Grants-in-aid 
Postwar 
public 


Gasoline Civilian 


Year 


1942-43 


license fees 


... .$2,201,676.33* $3,269,165.18 $7,964,276.96 


license fees 


tax defense 


1,939,862.48 * 
2,757,754.32* 4,721,998.59 7,146,434.56 773,613.047 ....... 
1945-46 2,796,246.68* 2,436,035.40 8,951,080.48 640,465.09” $249,986.42 * 
1 Includes all fees shared with the City and County of San Francisco. 
2 Includes some grants to counties and special districts. 


Talking Shop 


4.292.114.30 6,945,323.08 $179,336.13? 





APPELLATE AND LOWER COURTS 


Foreign taxes: Deduction v. credit: 
Election: Amended return.—Taxpayer, as- 
suming that it was not required to include 
aS gross income certain profits impounded 
by a foreign government, filed its income 
tax return for the taxable year ending July 
31, 1940. Upon being informed after audit 
by the Commissioner that such profits should 
be so included, taxpayer requested that the 
foreign taxes on the profits be allowed as 
a credit against the deficiency, rather than 
as a deduction from gross income, but it 
filed neither an amended return nor 
Form 1118. The court holds that it is suf- 
ficient for the taxpayer to indicate its elec- 
tion when it first appears that a tax is due, 
that the redetermination of tax liability by 
the Commissioner acts as an amended re- 
turn and that the failure to file Form 1118 
is not fatal when filing of the form would 
serve no useful purpose. CCA-2. W. K. 
Buckley, Inc., Petitioner v. Commissioner of 
Internal Revenue, Respondent, 46-2 ustc 
7 9388. 


Items not deductible: Sales between mem- 
bers of family: Purchase and sale of stock 
on exchange: Tax avoidance.—Taxpayers, 
husband and wife, who bought and sold 
stocks on the New York Stock Exchange, 
by instructing the broker to sell for the ac- 
count of one and to buy identical securities 
for the other, admittedly for the purpose of 
establishing losses for tax purposes, are 
held to have been dealing “indirectly” with 
each other, within the meaning of Code 
Sec. 24(b)(1). CCA-4. Commissioner of 
Internal Revenue, Petitioner v. August Kohn, 
Jr., Husband, and Dorita Kohn, Wife, Re- 
spondents, 46-2 ustc { 9393. 


Gross income: Who is the taxpayer: 
Joint purchase in name of one owner only. 
—A joint purchase contract entered into by 
taxpayer, his wife and son for the purchase 
of securities of an ice company in which 
the son could become established in business 
is valid for tax purposes notwithstanding 
the facts that the $1,000,000 purchase was 
made solely in taxpayer’s name and that the 
separate estates of the wife and son were 
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INTERPRETATIONS 


Court... Administrative 
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$30,000 and $6,000, respectively, since there 
was an actual, bona fide purchase and own- 
ership of the securities by the three members 
of the family. CCA-5. Marion H. Allen, Col- 
lector of Internal Revenue, Appellant v. F. 
W. Beazley, Appellee, 46-2 ustc J 9387. 


Gross Income: Exclusions: Compensa- 
tion after death: Payments to widow of 
fireman under Georgia Act.—Payments of 
$100 per month received by the widow of 
a captain of firemen pursuant to a Georgia 
statute constitute income to the widow as 
compensation for personal services within 
the meaning of Code Sec. 22 (a), where de- 
ductions had been made from the husband’s 
salary during his life. One dissent. CCA-5, 
Amy H. Varnedoe, Appellant v. Marion H. 
Allen, Collector of Internal Revenue, Appellee, 
46-2 ustc ¥ 9395. 


Estate tax: Gross estate: Accumulated 
trust income not distributed to decedent: 
State court’s finding.—Decedent’s husband, 
who predeceased her, created a testamentary 
trust giving her one-third of the income, 
distributable at such times and in such 
amounts as the trustee should deem best. 
The trustee accumulated the income without 
paying it out. Subsequent to decedent's 
death, the trust was closed in the Probate 
Court and the assets were distributed under 
a court order to the residuary beneficiaries 
of the trust, who were also the residuary 
beneficiaries under decedent’s will. Although 
no part of the undistributed income passed 
to decedent or her estate, it is held that 
she had a vested one-third interest therein 
which is liable to estate tax in her estate. 
Where the Probate Court did not pass upon 
the extent of decedent’s interest in her hus- 
band’s estate, its order is not binding in the 
tax proceedings. CCA-6. G. Harold Earle 
and Stewart E. Earle, former Executors of 
the Estate of Emma Earle, deceased, and 
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Residuary Beneficiaries of said Estate, Peti- 
tioners v. Commissioner of Internal Revenue, 
Respondent, 46-2 ustc { 10,514. 


Distributions by corporations: Dividends: 
Returned under contractual obligation.— 
Distributions received by taxpayers, who 
were under a contractual obligation to re- 
turn them to the corporation pursuant to a 
plan whereby taxpayers acquired control of 
the corporation, are dividends “unqualifiedly 
made subject to their [taxpayers’] demands.” 
CCA-7. Edgar M. Soreng, Petitioner v. Com- 
missioner of Internal Revenue, Respondent. 
Mary Soreng, Petitioner v. Commissioner of 
Internal Revenue, Respondent, 46-2 vustc 
4 9400. 


Capital gains and losses: Proceeds of 
sales of cut-over timberland by lumber com- 
pany: Appeals from Tax Court: Dobson 
rule: Excess profits tax.—The Commis- 
sioner declared a deficiency in petitioner’s 
excess profits tax for the calendar year 1941 
on the basis that petitioner’s gain on the 
sales of exhausted timberland was ordinary 
income and not a gain from the sale of a 
capital asset held for 18 months or more. 
The Tax Court upheld the Commissioner. 
The petitioner, a lumber manufacturer, who 
owned exhausted timber land, sold the land 
over a prolonged period of time. To sell 
the land, petitioner engaged in numerous 
activities incidental to the purpose of such 
disposition. The Circuit Court holds this 
was the sale of a capital asset and within 
the purview of Code Sec. 117(a)(1). The 
court, in reversing the Tax Court, holds, 
since the facts in this case are undisputed 
and the question involved is whether the 
sales by petitioner are within the definition 
of capital assets in Code Sec. 117(a)(1), a 
question of law, the Dobson rule does not 
apply. CCA-7. Three States Lumber Com- 
pany, Petitioner v. Commissioner of Internal 
Revenue, Respondent, 46-2 ustc J 9398. 


Estate tax: Contemplation of death: In- 
surance transferred in trust: Plan of testa- 
mentary disposition.—In 1937, decedent ir- 
revocably assigned all of her interest in 
certain insurance policies on her life in trust. 
The trustee was to collect the proceeds upon 
her death, which occurred in 1941, and dis- 
tribute them for the benefit of her close 
relatives. The trustee also was to use the 
cash fund thus created for the purpose of 
purchasing assets from decedent’s own es- 
tate in order to facilitate the payment of 
remainders due relatives of decedent’s hus- 
band, under bequests that she had received 
from him. At the same time that decedent 


Interpretations 


transferred the policies, she executed her 
will providing for disposition of her residu- 
ary estate to the same beneficiaries as those 
taking under the insurance trust. The pre- 
miums for the insurance policies were paid 
by decedent, with the beneficiaries author- 
ized to pay them in the event that she failed 
to do so. Although decedent was in good 
health at the time the policies were trans- 
ferred, the Tax Court’s finding that the 
transfers were in contemplation of death is 
held sustained by substantial evidence and 
the insurance proceeds, therefore, are in- 
cludible in the gross estate. The will and 
trust instruments are considered “as inte- 
grated parts of a single plan, testamentary 
in nature, for the disposition of decedent’s 
estate to take effect at her death,” in ac- 
cordance with her practice extending over 
a period of 30 years to render financial help 
to her close relatives. CCA-10. Estate of 
Augusta Reta Davidson, Deceased, the Fourth 
National Bank in Wichita, Wichita, Kansas, 
executor, Petitioner v. Commissioner of In- 
ternal Revenue, Respondent, 46-2 ustc J 10,518. 


Suits for refund: Tax payment not ille- 
gally or erroneously collected.—Recovery 
denied for excise taxes by producer of elec- 
trical ““V’s” (meaning victory) from June to 
October, inclusive, 1942, under Code Sec. 
3406 (a) (5), repealed subsequently, on the 
grounds that the tax was not illegally or 
erroneously collected. DC Ill. Sam Ward 
and Henry Bernstein, doing business as North 
American Manufacturing Company, Plaintiff 
v. United States of America, Defendant, 46-2 
ustc J 9408. 


Estates and trusts: Taxable to grantor. 
—Income from an alimony trust covering 
the years 1935 to 1939, created by taxpayer, 


is taxable to the taxpayer. The possibility 
of taxpayer’s wife succeeding in a petition 
for alimony under Massachusetts law, 
although court decree was silent as to ali- 
mony, and continuing his liability, is suf- 
ficient to invoke the rule under Douglas v. 
Willcutts, that the creation of a trust did not 
release the husband from the duty of sup- 
porting his wife. DC Mass. Benjamin 
Loring Young v. Thomas B. Hassett, individ- 
ually and as former Collector of Internal Rev- 
enue, 46-2 ustc J 9405. 


Estate tax: Charitable exemption: Con- 
ditional devise.—Decedent, who died in 1939. 
devised farm property to the City of Mil- 
waukee on condition that it be maintained 
as a public park. If the city did not accept 
the property within a specified time, it was 
to go to the State of Wisconsin on the same 

(Continued on back inside cover) 
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STATE TAX 


ALABAMA 
February 1 





Automobile dealers’ reports due. 

Corporations’ applications for permits and 
payments of taxes due. Public utilities’ 
inspection fees due. 





February 10 


Automobile dealers’ reports due. 

Report and payment of service licensees 
of alcoholic beverages due. 

Reports of manufacturers and distributors 
of alcoholic beverages due. 

Tobacco stamp and use tax report and 
payment due. 

Tobacco wholesalers’ and jobbers’ reports 
due. 





February 15 


Carriers’, warehouses’ 


and transporters’ 
gasoline tax reports 


due. 
Carriers’, warehouses’ and transporters’ 
lubricating oils tax reports due. 


Motor carriers’ mileage report and tax 
due. 


Oil and gas conservation tax report and 
payment due. 
February 20—— 
Automobile dealers’ reports due. 


Coal and iron ore mining tax report and 
payment due. 


Gasoline tax report and payment due. 


Lubricating oils tax report and payment 
due. 


Motor fuel tax report and payment due. 
Sales tax reports and payments due. 


ARIZONA 
February 1 





Assessment date for telegraph and tele- 
phone company property taxes. 
February 5—— 


Alcoholic beverages licensees’ reports due. 


February 10—— 


Report and payment of wholesalers of 
malt, vinous and spirituous liquors due. 


Tax due on unsecured personal property 
within $200 value. 
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CALENDAR 


February 15—— 
Gross income reports and payments due. 
Motor carriers’ reports and taxes due. 
Use fuel tax report and payment due. 






February 25—— 


Motor vehicle fuel distributors’, whole- 
salers’ and carriers’ reports and pay- 
ments due. 


ARKANSAS 
February 10—— 


Alcoholic beverages consumers’ sales taxes 
due. 


Cigarette reports due. 
Motor fuel carriers’ reports due. 


Natural resources severance tax report 
and payment due. 


February 15—— 
Alcoholic beverages reports due. 
Oil and gas reports and payments due. 
Third Monday. 
Property taxes payable between this date 
and October Ist of next year. A 10% 
penalty is added for delinquency. 
Transportation, utility, and similar com- 
panies pay property taxes to sheriff of 
county between this date and October Ist. 








February 20 
Gross receipts tax report and payment 
due. 


Use fuel tax report and payment due. 


February 25—— 
General gasoline taxes and reports due. 


Motor vehicle report on fuel brought into 
state due. 


CALIFORNIA 
February 1 





Common carrier distilled spirits tax re- 
port and payment due. 


Gasoline tax report and payment due. 


First Monday. 


Additional penalty imposed if first half 
of petroleum and natural gas severance 
taxes are not paid. 
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February 10 


Petroleum and _ natural 


gas companies’ 
monthly reports due. 


February 15 


Beer and wine report and tax due. 

Distilled spirits report and tax due. 

\Motor fuel importers’ reports due. 

Non-beverage alcohol reports due. 

Personal income tax information at source 
returns due. 


Use fuel tax report and tax due. 
February 20 
Mortgage insurers’ monthly reports due. 
Motor carriers’ gross receipts tax due. 
Railroad company annual reports to Sec- 
retary of State due. 
February 28—— 


Los Angeles gross receipts license tax 
delinquent. 


COLORADO 
February 5—— 


Admissions reports and payments due. 

Alcoholic beverage manufacturers’ reports 
due. 

Motor carriers’ tax due. 


February 10—— 
Motor carriers’ reports due. 


February 15—— 


Coal mine owners’ reports due. 


Colorado income tax information returns 
due. 


State Tax Calendar 


Sales tax reports and payments due. 
Use tax reports and payments due. 


February 25—— 
Coal royalty tax due. 


Gasoline (including diesel fuel) tax re- 
ports and payments due. 


February 28 


First half of annual property tax due and 
payable. Chain store tax license delinquent. 


CONNECTICUT 
February 1 
Gasoline tax due. 
February 10—— 
Cigarette tax report due. 
February 15—— 


Annual corporation reports due. 
Gasoline and use fuel tax reports due. 


February 20—— 


‘ Alcoholic beverage tax return and pay- 
ment due, 


DELAWARE 
February 15—— 


Filling stations’ gasoline tax reports due. 
Reports of manufacturers and importers 
of alcoholic beverages due. 


February 28—— 
Carriers’ reports due. 


Distributors’ gasoline tax report and pay- 
ment due. 


DISTRICT OF COLUMBIA 
February 1 


Payment of gross premiums tax on insur- 
ance due. 


February 10—— 


Reports of licensed manufacturers and 
wholesalers of beer due. 
Reports of licensed manufacturers, whole- 


salers or retailers of alcoholic bever- 
ages due. 


February 15—— 
Tax on beer due. 


February 25—— 


Gasoline tax report and payment due. 
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FLORIDA 





February 1 


Motor transportation companies’ reports 
and taxes due. 






February fo—— 
Agents’ and wholesalers’ 
reports due. 
Manufacturers’ and distributors’ alcoholic 
beverages reports and taxes due. 


cigarette tax 










February 15—— 


Gasoline sales, use and storage reports 
and taxes due. 

Transporters’ and carriers’ alcoholic bev- 
erages reports due. 













February 25—— 


Oil and gas severance reports and taxes 
due. 


GEORGIA 
February 10—— 


Cigar and cigarette reports due. 
Liquor wholesalers’ reports due. 
Motor carriers’ reports due. 









February 15—— 
Malt beverage tax report due. 





February 20 
Gasoline tax report and payment due. 












IDAHO 
February 15—— 


Beer dealers’, brewers’ and wholesalers’ 
reports due. 

Cigarette wholesalers’ drop shipment re- 
ports due. 

Electric generating companies’ kilowatt 
hour statement and tax payment due. 

Fuel dealers’ reports and tax payments 












due. 

Gasoline dealers’ tax report and payment 
due. 

Oil production tax reports and payments 
due. 


Public utilities’ statement and tax due. 


February 28—— 
3eer tax, additional, due. 








ILLINOIS 
February 1 
Insurance surplus line brokers’ tax due. 
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February 5—— 
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February 10—— 


Insurance surplus line brokers’ reports 
due. 


Motor carriers’ mileage tax due. 


February 15—— 
Alcoholic beverage tax reports due. 
Cigarette tax return due. 
Electricity tax report and tax due. 
Gas tax report and tax due. 
Messages tax report and tax due. 
Sales tax report and payment due. 

February 20—— 


Gasoline tax report and payment due. 


February 28—— 


Franchise tax reports due. 
Gasoline transporters’ tax report due. 


INDIANA 
February 1 

Alcoholic vinous beverage tax due. 
February 15—— 


Alcoholic vinous beverage tax due. 
Fuel use tax reports and payments due. 


February 20—— 
Bank share tax report and payment due. 


Building and loan associations’ intangibles 
tax reports and payments due. 


February 25—— 
Gasoline tax report and payment due. 


February 28—— 
Motor vehicle registration expires. 





IOWA 
February 1—— 

Coal mine operators’ annual report due. 

Foreign corporations not having made an- 
nual report and paid annual fee shall 
forfeit right to do business in Towa on 
this date. 

Freight line and equipment companies 
property tax due, 

Notice of delinquency of annual corpora- 


tion report and fee filed with Attorney 
General on this date. 


A list by registered dealers of motor ve- 
hicles upon which tax has not been paid 
due on or before this date. 
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February 10—— 
Carriers’ gasoline tax reports due. 
Cigarette vendors’ reports due. 
Class “A” permittees’ beer tax report and 
payment due. 


February 28—— 


Express companies’ property tax return 
due. 


KANSAS 
February 1—— 
Motor vehicle registration fees delinquent. 


February 5—— 
Cigarette distributors’ reports due. 


February 10—— 


Alcoholic and malt beverages wholesalers’ 
and distributors’ reports and taxes due. 

Malt beverage dealers’ reports and taxes 
due. 

Reports of stamps transferred to retailers 
due from wholesale cigarette dealers. 


February 15—— 

Carriers’ gasoline and fuel use tax reports 
and fees due. 

Compensating tax report and payment 
due. 

Motor carriers’ gross ton mileage tax 
report and payment due. 

Oil inspection reports and fees due to the 
State Corporation Commission. 


February 20—— 


Sales tax report and payment due. 
Special fuel use tax report and payment 
due. 


February 25—— 


Gasoline tax report and payment due. 


KENTUCKY 
February 10—— 
Amusement and entertainment report and 
tax due. 
Cigarette tax reports due. 


Refiners’ and importers’ gasoline tax re- 
port due. 


February 15—— 


Alcoholic beverage reports due. 

Fuel use tax reports and payment due. 

Passenger carriers’ mileage tax due. 

Public utilities’ gross receipts tax reports 
and payment due. 


State Tax Calendar 


February 20—— 


Oil production tax report and payment 
due. 


February 28—— 


Dealers’ and transporters’ gasoline tax 
report and payment due. 


LOUISIANA 
February 1 


Chain store tax reports due. 

Domestic corporations’ annual reports due. 
Public utilities license tax due. 

Tobacco wholesalers’ reports due. 


February 10—— 


Alcoholic beverage importers’ reports due. 
Gasoline importers’ reports due. 
Kerosene importers’ reports due. 
Lubricating oil importers’ reports due. 


February 15—— 


Alcoholic beverage carriers’ reports due. 

Income tax information fees due. 

Intoxicating liquor manufacturers’ 
dealers’ reports due. 

Lubricating oil carriers’ reports due. 

Tobacco report due. 


and 


February 20—— 


Alcoholic beverage reports and taxes due. 

Fuel use tax report and payment due. 

Gasoline dealers’ reports and tax due. 

Kerosene dealers’ reports and tax due. 

Lubricating oil dealers’ reports and tax 
due. 

New Orleans City sales and use tax re- 
ports and payment due. 

Sales and use tax report and payment due. 


MAINE 
February 10—— 


Malt beverages manufacturérs’ and whole- 
salers’ reports due. 


February 15—— 
Use fuel tax report and payment due. 


February 31 
Gasoline tax report and payment due. 


MARYLAND 
February 5—— 


Public passenger motor vehicle report of 
excess operations due. 
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February 10 

Admissions tax payment due. 

Brokers’ reports of unauthorized 
ance due. 





insur- 


February 15—— 


Information returns of income due. 


February 28—— 
Beer tax report and payment due. 
Gasoline tax report and payment due. 
Report of purchasers of cargo lots of 
motor fuel due. 


MASSACHUSETTS 
February 10 





Alcoholic beverage excise tax report and 
payment due. 

Meals excise tax report and payment due. 

Return of public utilities due. 


February 20-—— 
Cigarette distributors’ 
payment due. 


tax report and 





February 28 


Motor fuel tax report and payment due. 


MICHIGAN 


February 1 





Oil and gas producers’ severance tax and 
reports due. 


February 5—— 
Carriers’ gasoline tax report and payment 
due. 
February 10—— 
Common and contract carrier report and 
fees due. 
February 15—— 


Sales and use tax reports and payments 
due. 

Returns of public utilities paying specific 
taxes due. 


February 20—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Last day to make gas and oil severance 
tax report and payment. 





February 28 


Foreign insurance companies’ report due. 
Motor Vehicle registration expires. 
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MINNESOTA 
February 1 





Annuity income tax and information re- 
turns due. 

Express, freight line, sleeping car and 
telephone companies’ return due. 

Property tax on airline flight equipment 
due. 

Railroads’ leased freight car report due. 

Royalty tax report due. 


February 10 





Wholesalers’, brewers’, and manufactur- 
ers’ alcoholic beverage reports due, 


February 15—— 


Interstate motor carriers’ mileage tax due. 
Railroads’ semiannual gross 


earnings 
report due. 





February 23 
Distributors’ gasoline tax report and pay- 
ment due. 


Special use fuel tax report and payment 
due. 


MISSISSIPPI 
February 1 





Oyster inspection and shrimp tax due. 


February 5—— 


Factories’ reports due. 


February 10—— 


Admissions tax reports and payment due. 


February 15—— 


Alcoholic beverages reports due. 

Gasoline tax reports and payment due. 

Report of manufacturers, distributors and 
wholesalers of tobacco due. 

Sales tax reports and payment due. 

Timber severance tax reports and pay- 
ment due. 

Use tax reports and payment due. 


February 25—— 


Oil severance tax and report due. 


February 28—— 


Last day for insurance companies to file 
annual statement and pay premium 
taxes. 


MISSOURI 
February 5—— 


Non-intoxicating beer permittees’ report 
due. 
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February 15—— 

Alcoholic beverage report due. 

Retail sales tax reports and payment due. 
February 25—— 


Use fuel tax report and payment due. 


MONTANA 
February 1—— 
Motor 


vehicle registration fees due. 


February 15 
Carriers’ gasoline tax reports due. 
Electric companies’ report and tax due. 
Gasoline tax reports and payment due. 
Report and payment of brewers, whole- 
salers and transporters of beer due. 
February 20—— 
Reports of producers, transporters, deal- 
ers and refiners of crude petroleum due. 
February 25—— 
Pipe line companies’ annual reports due. 


February 28 


Chain store license fees due. 


NEBRASKA 
February 1 
Delinquent car company taxes may be 
collected by distress sale. 
Motor vehicle registration fees due. 


February 5—— 


Grain warehouse operators’ reports due. 


February 10 
Employment agencies’ reports due. 
February 15—— 


Alcoholic beverage manufacturers’ 
wholesale distributors’ reports due. 

All monthly motor vehicle fuel tax re- 
ports and payments due. 

Annual reports due from agents of un- 
authorized insurance companies. 

Gasoline sales and use tax reports and 
payments due. 


and 


NEVADA 
February 10 


Liquor reports of out-of-state vendors due. 


February 15—— 


Gasoline carriers’ tax report due. 
Liquor reports of importers and manu- 
facturers due. 


State Tax Calendar 


February 25—— 


Fuel users’ tax reports and payment due. 
Gasoline tax reports and payment due. 


NEW HAMPSHIRE 
February 10—— 
Alcoholic beverages reports due; permit- 
tees’ payment due. 
February 15—— 


Use fuel tax report and payment due. 


February 28 


Carriers’ reports of motor fuel deliveries 
due. 


Motor fuel report and tax due. 


NEW JERSEY 
February 1 
First quarterly 
taxes due. 
Utilities gross receipts tax report due. 


installment of property 


February 10 
Municipalities’ busses’ 
port and tax due. 
Municipalities’ jitneys’ gross receipts re- 
port and tax due. 


Report and excise tax on interstate busses 
due. 


gross receipts re- 


February 28—— 


Carriers’ gasoline tax report due. 
Distributors’ gasoline reports and pay- 
ment due, 


NEW MEXICO 
February 15—— 
Occupational gross income tax reports 
and payment due. 


Oil and gas conservation report and pay- 
ment due. 


Severance tax and report due. 


February 25—— 


Gasoline tax report and payment due. 


Use or compensating report and payment 
due. 
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NEW YORK 
February 15—— 

Personal income tax information returns 
due. 

Withholding at source returns and pay- 
ment due. 

Transportation and transmission compa- 
nies quarterly report and tax due. 


February 20—— 
Alcoholic beverage taxes and reports due. 


February 25—— 
New York City conduit companies’ taxes 
and reports due. 
New York City public utility excise re- 
turns and payments due. 


February 28—— 


Gasoline tax reports and payment due. 

Insurance corporations—franchise tax and 
report due. 

Utilities taxes and reports due. 


NORTH CAROLINA 
February 1 
Building and loan associations domestic 
report due. 
Property taxes due. 


February 10—— 


Carriers’ gasoline tax reports due. 

Railroads’ alcoholic beverage report and 
tax due. 

Tobacco (scrap or untied tobacco) deal- 
ers’ reports due. 

Unfortified wine additional tax and re- 
ports due. 


February 15—— 
Sales tax report and payment due, 
Spirituous liquor tax due. 
Use tax report and payment due. 


February 20—— 
Franchise bus carriers’ and franchise haul- 
ers’ reports and payments due. 
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reports due. Gasolin 
taxes 
Inspect’ 
NORTH DAKOTA repor 
February 1 Return: 
Oil inspection reports and fees due. due. 
February 10—— Sales te 
Cigarette distributors’ tax due. Tobace 
February 15—— February 
Beer tax reports and payment due. Coal m 
Gasoline tax reports and payment due. Fuel us 
Interstate motor carriers’ tax due. Gasolir 
Liquor transaction invoices and tax due. due. 
February 25—— Use ta 
Use fuel tax reports and payment due. February 
February 28—— Fur de 
Cream station and dairy reports due. Oil, ga 
Grain warehouse reports due. port 
OHIO 
February 10-—— Februar: 
Admissions tax report and payment due. Public 
Cigarette wholesalers’ report due. Elec 
Class “A” and “B” permittees’ alcoholic on | 
beverage reports due. Senet 
Feb yl . Februar 
Use tax report on cigarettes due. Oil p 
February 20—— due 
Dealers’ gasoline tax reports due. Februat 
February 28—— Portl 
Carriers’ gasoline tax report due. lice 
Gasoline tax due. a 
Secot 
OKLAHOMA tax 
Feb de Februa 
Excise tax on petroleum and report due. poten 
Motor vehicle registrations become delin- wb 
quent. ~ 
Reports from oil and gas purchasers due. Use 
February 5—— —— 
Reports from mines, other than coal, due. en 
TaS¢ 
February 10—— 
Airports’ gross income report and tax due. 
Cigarette tax reports due. 
Coin-operated music boxes reports and 
tax due. Febru 
Non-intoxicating alcoholic beverage re- Util 
ports and payment due. p 





State 





February 15—— 


Gasoline dealers’, retailers’ and carriers’ 
taxes and reports due. 


Inspection tax on petroleum products and 
report due. 


Returns of “information at the source” 
due. 


Sales tax reports and payment due. 
Tobacco products reports due. 


February 20—— 
Coal mine operators’ report due. 
Fuel use tax report and payment due. 


Gasoline distributors’ reports and payment 
due. 


Use tax reports and payment due. 


February 28—— 
Fur dealers’ reports due. 


Oil, gas and mineral gross production re- 
ports and payment due. 


OREGON 


February 1 


Public utilities property tax returns are 
filed with the State Tax Commission 
on or before this date. 


Special motor carriers’ monthly fees due. 


February 10—— 
Oil production tax reports and payment 
due. 
February 15—— 
Portland public utilities gross revenues 
license tax report and tax due. 
Returns of information at the 
(Forms 96 and 99) are due. 


Second quarterly installment of property 
taxes are due. 


source 


February 20—— 


Alcoholic beverage tax report and pay- 
ment due. 


Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 


February 25—— 
Gasoline tax payment and reports due. 


PENNSYLVANIA 
February 1 


Utilities’ and motor carriers’ tax report and 
payment due. 


State Tax Calendar 


February 10—— 


Malt beverages reports due. 
Report of importers of spirituous and 
vinous liquors due. 


February 15—— 


Employers’ return of tax withheld at the 
source under the Philadelphia income 
tax due. 


Manufacturers’ alcoholic beverage tax re- 
port and payment due. 
February 28—— 
Gasoline tax reports and payment due. 


RHODE ISLAND 


February 10—— 
Manufacturers’ alcoholic beverage report 
due. 
Tobacco product tax reports due. 


February 15—— 


Gasoline distributors’ monthly report and 
tax due. 


SOUTH CAROLINA 


February 10—— 


Admissions tax report and payment due. 

Alcoholic liquor wholesalers’ report due. 

Beer and wine wholesalers’ report due. 

Power tax and report of public utilities 
due. 

Soft drink tax report and payment due. 


February 20—— 


Fuel oil dealers’ report and payment due. 
Gasoline tax report and payment due. 
Utilities’ report of gasoline shipments due. 


February 28—— 


Annual corporation license fee (franchise 
tax) report due. 








TEXAS 






































February 





















February 10—— Domes 
. . . , . . c ( 
Cigarette distributors’ and solicitors’ re. panne 
ports due. : 
Gasoli 
February 15—— 
Tax remittance and report due from oleo- 
margarine dealers. 
ebruar 
February 20—— 
: Bank 
Gasoline taxes and reports due. 
Motor fuel tax report and payment due. Februar 
Users of liquified gases and liquid fuel Beer 
tax reports and payment due. rep 
February 25—— Februat 
Carbon black production tax report and Franc 
payment due. Incor 
Paw ; : Natural gas production tax and report due. 
Public utilities franchise or gross receipts Tax reports and payments due on prizes § Februa 
report due. and awards of theatres. Carri 
Jse | 
February 28—— _ 
SOUTH DAKOTA Oil production tax reports and payments § Februa 

February 1 due. Gaso 
Public grain warehouse reports due. 

Tax on motor carriers of passengers due. 

February 10— UTAH 
Employment agency reports due. February 10—— Februz 
Interstate motor carriers’ reports and Carriers’ reports of use fuel deliveries due. 3rev 

taxes due. Mining occupation tax return due. wl 
Monthly report of dealers and manufac- Mot 

February 15 turers of alcoholic beverages due. 

Alcoholic beverage reports due. Februi 
Dealers’ and carriers’ gasoline tax reports February 15—— Butt 
due; tax due in 30 days. Information returns due (income tax). dt 
— and use tax reports and payments Use fuel tax report and payment due. Cig: 

ue. 
Use fuel tax reports and payments due. February 25—— Inst 
re 

February 20—— Carriers’ gasoline tax report due. — 

. z Distributors’ and retailers’ gasoline tax 
Passenger mileage tax due. 
report and payment due. Febru 
But 
TENNESSEE Use 

February 10—— VERMONT Febru 
Barrel tax on beer due. February 10—— Gas 
Carriers’ gasoline tax report due. Alcoholic beverage tax reports and pay- 

Last day to make alcoholic beverages re- ment due. 
port. 
February 15—— 

February 15- Electric light and power companies’ re- J Febr 
Carriers of use fuel report due. port and tax due. 3r 
Users of fuel file report. Income tax information at the source re- t 

February 20— turns due. Wi 

Bigg . ‘ ( 
Distributors’ gasoline tax report and pay- February 20—— 
7 due. ; Alcoholic beverage manufacturers’ returns Febr 
Liquid carbonic acid gas tax due. due. Sa 
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February 28 


Domestic corporations must file annual fi- 
nancial report with Secretary of State 
on or before this date. 


Gasoline tax reports and payment due. 


VIRGINIA 


February 1 
3ank stock reports due. 


February 10—— 


Beer dealers’, bottlers’, and manufacturers’ 
reports due. 


February 15—— 
Franchise tax bills mailed. 
Income tax information returns due. 


February 20-—— 
Carriers’ gasoline tax reports due. 
Use fuel tax reports and payment due. 


February 28 
Gasoline tax reports and payment due. 


WASHINGTON 
February 10—— 


Brewers’, distillers’, manufacturers’ and 
wineries’ reports due. 


Motor fuel import reports due. 


February 15—— 


3utter substitutes reports and payment 
due, 


Cigarette reports due. 


Insurance company gross premiums tax 
reports due. 


Property taxes due. 
February 20—— 

Butterfat tax due. 

Use fuel tax reports and payment due. 
February 25—— 

Gasoline tax reports and payment due. 


WEST VIRGINIA 
February 10—— 


Brewers’ and beer distillers’ reports and 
taxes due. 


Winery and distillery licensees’ reports 
due. 


February 15—— 
Sales tax reports and payments due. 


State Tax Calendar 


February 28 


Chain stores’ license renewals due. 
Gasoline tax reports and payment due. 


WISCONSIN 
February 1 


Beer tax reports due. 


February 10—— 


Intoxicating liquor and wine tax reports 
due. 
Tobacco products returns due. 


February 15—— 


Freight line railroads gross earnings re- 
port due. 


February 20 
Gasoline tax reports and payment due. 


February 28—— 
Real and personal property taxes due. 


WYOMING 
February 10—— 


Carriers’ gasoline tax reports due. 


February 15—— 


Dealers’ gasoline tax reports due. 
Monthly gasoline tax and reports due. 


Motor carriers’ report and compensatory 
fees due, 


Quarterly sales and use tax returns when 
monthly returns do not exceed $10. 


Sales tax and payment due. 
Use tax reports and payment due. 
Wholesalers’ gasoline tax reports due. 








FEDERAL TAX 





February 10—— 


Employers who withheld more than $100 
in income tax from wages during the 
previous month pay amounts withheld 
to authorized depositary. 


February 15—— 


Due date of annual information returns 
as follows: Dividends, salaries and 
other payments (except compensation 
on which income tax on wages has 
been withheld and required returns have 
been made with respect thereto). (See 
Secs. 29.147-1—29.147-4, Reg. 111.) 
Forms 1099, 1096. 


Foreign taxes, Forms 1099, 1096. 

Actual owner by ostensible owner of 
income. Form 1087. (See Sec. 29.147-8, 
Reg. 111.) 


Distributions in 
1096, 1099L. 


Due date of income and excess profits re- 
turns by corporations, trusts, and estates 
with fiscal year ending on November 
31. Forms 1120, 1121, and 1041. 


Return of stamp account by brokers, deal- 
ers in securities, etc., due for January. 
Form 828. 


Due date, by general extension, of returns 
for vear ending August 31 in the case of : 


liquidation. Forms 





CALENDAR 





(1) foreign partnerships; (2) foreign 
corporations which maintain an office or 
place of business in the United States: 
(3) domestic corporations which trans. 
act their business and keep their records 
and books of account abroad; (4) do. 
mestic corporations whose principal 
income is from sources within the pos- 
sessions of the United States; and (5) 
American citizens residing or traveling 
abroad, including persons in the military 
or naval service on duty outside the 
United States. Forms: (1), Form 1065: 
(2)-(4), Forms 1120 and 1121; (5) 
Form 1040. 


Due date, by general extension, of nontax- 
able returns for fiscal year ending Sep- 
tember 30, in the case of fiduciaries for 
estates and trusts, but not returns of 
beneficiaries or other distributees of 
such estates or trusts. 

Monthly information return of stock- 
holders and of officers and directors of 
foreign personal holding companies due 
for January. Form 957. 

Due date for monthly statement and 


record of depositaries on sale of stamp 
tax stamps. 


February 28—— 


Returns for excise taxes due for January. 
Forms 726, 727, 728, 728 (a), 729, 932. 


_—}$$ Qe 


Municipal Taxation 


Brawley, Calexico, El Centro, Exeter, Hanford, La Habra, Pomona, Rialto, 
San Jose, San Luis Obispo and Torrance have joined the cities in California 
levying a retail sales tax by enactments of their own. Petaluma and Richmond, 


both California, have adopted sales and use tax ordinances. 


Vancouver, Wash- 


ington recently passed an occupation tax levy. 
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INTERPRETATIONS—Continued from page 85 





ion. If not accepted by the State 

a specified time, it was to go to the 

y of Ozaukee on such condition. If 
ounty should also fail to accept the 

, the property was to go into the resid- 
state. In the event that the property 

1:1 be accepted but should cease to be 
ined as a park, title was to vest ina 
individual. In any event, decedent’s 

as given the right to occupy the prop- 

ree of charge for a five-year period. 

» the County accepted the gift after 
been rejected by both the City and 

it is held that, at the time of de- 

’s death, the possibility that charity 

not take was not so remote as to 
evligible. As the value of the devise for 
charitable purposes could not be ascertained 
as of the time of decedent’s death, no de- 
duction is allowable for the value of the 
property, less the value of the widow’s inter- 
est therein. DC Wis. William H. Churchill, 
Jr, as Trustee under the Will of George R. 
Virmond, Deceased, Plaintiff v. United States 
of America, Defendant, 46-2 ustc ¥ 10,516. 


TAX COURT 


Deductions: Depletion: Oil and gas 
wells: Percentage depletion: Stipulation as 
taking place of alternative pleading: Facts 
essential to computation: Evidence.—The 
Commissioner included certain payments to 
taxpayer’s assignor in taxpayer’s gross in- 
come in the fiscal years 1936, 1937 and 1938, 
and allowed it a percentage depletion de- 
duction upon them. The Supreme Court 
has since held that the payments should be 
excluded from taxpayer’s gross income, and 
the proceeding has been remanded to the 
Tax Court for further proceedings in con- 
formity with the Supreme Court’s opinion. 
The court holds that the percentage deple- 
tion deduction on the payments which have 
been excluded from taxpayer’s gross income 
are not permitted, since taxpayer had previ- 
ously stipulated that the depletion depended 
upon the inclusion or exclusion of the now 
excluded payments, and that the stipulation 
takes the place of alternative pleadings by 
the Commissioner providing for the eventu- 
ality of the Supreme Court decision. The 
court further holds that taxpayer’s conten- 
tion that there are not sufficient facts in the 
record to form the basis for a computation 
of depletion is not well taken, since the 
record contains figures from which the 


amount of depletion can be determined by 
a mere arithmetical calculation. Burton- 
Sutton Oil Company, Inc. v. Commissioner, 
CCH Dec. 15,472. 


TAX COURT— 
MEMORANDUM OPINIONS 


Deductions: Losses: Worthless stock.— 
Taxpayer purchased $20,000 worth of stock 
in X Oil Corporation in 1929. Taxpayer 
sold all of said stock for $5.00 in 1941, and 
on his return for 1941 showed a long-term 
capital loss. Commissioner assessed a defi- 
ciency against taxpayer on the ground that 
the stock became worthless in 1936. X Oil 
Corporation in 1936 executed an agreement 
disposing of all its assets to pay its liabilities. 
Tax Court holds for Commissioner. The 
execution of the agreement in 1936 disposed 
of any equity in the corporation. Ordi- 
narily, sales of shares of stock in an arm’s 
length transaction establish a capital loss. 
Exception to this rule is in the case where 
stock has become worthless prior to the sale. 
Here, the exception applies. The stock be- 
came worthless in 1936. Franklin R. Chesley 
v. Commissioner, CCH Dec. 15,498(M). 


Deductions: Expenses: Compensation for 
personal services: Commissions.—Taxpayer, 
a corporation, entered into a contract with 
one McCarty in 1940, whereby McCarty 
acted as a salesman of taxpayer’s amuse- 
ment devices at a ten per cent commission. 
A substantial portion of the sales made by 
McCarty were to the United States Navy, 
after competitive bids, and the Commis- 
sioner has disallowed the compensation paid 
by taxpayer to McCarty for the fiscal year 
ending November 30, 1942, because Mc- 
Carty used personal influence in obtaining 
the Navy contracts. The court allows the 
deduction, since the Commissioner has not 
proved his allegations of personal influence, 
and the competitive bid feature of the con- 
tracts negates that suggestion. 


With reference to other competitive bid 
contracts, the Commissioner contends that 
the commissions were not necessary, but 
the court permits deduction of the commis- 
sions resulting from the sales, since Mc- 
Carty’s services included furnishing to tax- 
payer information which permitted it to 
submit bids. Spillman Engineering Corporation 
v. Commissioner, CCH Dec. 15,465(M). 








